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|The Two Lasser Tax Books 


1946 EDITIONS 


T HESE two books enjoy nation-wide acceptance 
— not only by laymen, but by corporate offic- 
ers and highly skilled tax men alike. Both belong 
at your side, for a concise, straightforward, highly 
authoritative statement of the law, regulations and 
decisions. 

Most important, these books have become the 
practitioner’s guide to tax men’s thinking, their 
controversies, their problems, and their questions 
about Bureau practices and rulings. 

YOUR CORPORATION TAX is univer- 
sally recognized as the experienced technician’s 
standard directive. But, as is true of YOUR IN- 


and it is arranged to answer, quickly and clearly, 
any questions for novices. Much of this book con- 
tains special aids for those beginning to study 
corporation taxes. 

Maybe you'd better buy the books in self 
defense. Your clients have copies. Some 6 million 
copies have been bought by them. It might be wise 
for you to find out where the client got his in- 
formation when he begins to question your treat- 
ment of his affairs. Thousands of taxpayers write us 
about the enormous aid they get annually on all of 
their problems. Both these books have been com- 
pletely revised to give you an even greater amount 
of new help and authoritative advice. 
















































COME TAX, it is written in untechnical language; 


How These Two Books Save You 
Time, Trouble, and Taxes 


YOUR INCOME TAX 


completely up to 


Brought 
incorporating the 


date by 


2000 changes in rulings, de- 
cisions, 
year 


interpretations of the 

addition, there are 
new features. Most 
ant of these are 





300 approved Ideas to 
Reduce Your Taxes — 
compilation, prepared by Mr. 
Lasser and his skilled tax 
associates, of the methods 
which experienced tax coun- 
sel use to get the greatest 
benefits from law. Indexed 
to show steps for tax mini- 
mization in the following: 






If income is from services, 
idends, interest 
When you buy any kind of 


property 
When you sell property 
When you deal with securities 


Deductions such as interest, 
medical] payments, alimony, 
etc. 


Business income 
Business expenses of all types 
Actual preparing oftax return 


War and Postwar Rulings 
— a digest, in check list 
form, of savings you can get 
in such matters as: 


Settling war contracts 


Re-converting with greatest 
benefit to yourself 


Which wartime control penal- 
ties (OPA, SSU, NLRB, 
etc.) you can deduct 


How to take war losses, ob- 
solescence, abandonment, 
loss of useful value, etc. 


Other Helpful Aids — 
e.g., common errors made in 
preparing tax returns and how 
to avoid them; rules for ex- 
servicemen, with check list. 
Various types of fraud used to 
avoid taxes, and how they are 
detected by the government. 





YOUR CORPORATION 
TAX 


Completely re-written and re- 
vised by Mr. Lasser and his 
associates. Now contains 4 
separate parts: 


1. A clear, concise, easily 
understood statement of 
the law, regulations and 
Treasury position as _ ex- 
pressed in rulings or bul- 
letins. 


[<) 


Analysis of the many rele- 
vant Court cases decided 
during the last year, to 
bring you the facts, the 
Court's decision, and its 
Significance in your tax 
ining and preparation, 
id your filing of refund 
claims. 





3. ay each section, 
Willi ft 
§ ‘‘POINTERS’’ to 
guide you in preparing 
returns and filing refund 
claims. Includes points of 
conflict between tax stu- 
dents and the rulings and 
regulations of the Bureau. 
Highly important in order 
to protect yourself during 
the period needed for set- 
tlement of these disputes. 


. You will also find hundreds 
of 98 “WARNINGS” 
throughout the book — 
guides to minimize your 
taxes in the everyday con- 
duct of business affairs. 
Check this list and index 
before taking any step out 
of the ordinary business 

routine. 
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ALSO many other help- 
ful aids — e.g., check list to 
aid you before you take any 
step in reorganizinig — re- 
capitalizing, dividing, issu- 
ing stock, etc. Check list to 
show you effect on your tax 
position of such steps as pay- 
ing dividends, buying another 
business, buying part of assets 
of another business, etc. 








aoe o~ Bs 

\3 Four ak “One MUR 
noone! - luglio | / 
ms fi 


\Seee ee] 








J. K. LASSER, C. P. A. 


the author of “YOUR INCOME TAX” and 
“YOUR CORPORATION TAX” is a partner in 
a large firm of New York accountants. Mr. Lasser 
devotes all his time to an activie tax practice. He is 
Chairman of the Institute on Federal Taxation of 
New York University, a member of the Federal 
Tax Committee of the American Institute of 
Accountants, New York Society of C.P.A.’s, New 
Jersey Society of C.P.A.’s, and has been com- 
mentator on taxes for various radio networks. 








SEND NO MONEY 


The nee are so certain these books will save you 


time, trouble and money, 
this guar 
them. 


that they offer them to you on 
rantee: When you receive your copies, look through 
If you do not agree that they will help you—return 


them for full refund any time up to March 20, 1946. Mail 
the coupon without money (unless you prefer to remit 
now and save postage and government C.O.D. charges). 


SIMON AND SCHUSTER, Publishers, 
NYCPA 11, 


‘Tax Department 
20. 


1230 Sixth Av., Rockefeller Center, N.Y.C. 
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SIMON & SCHUSTER, Publishers 
Tax Dept. NYCPA 11, 


1230 Sixth Avenue, a“ FREE 


Rockefeller Center, N.Y.C. le | 


Please send me immediately the SUPPLE- 
book(s) checked below. &... pay MENTARY 
ostman the correct amount for each 

canwordered:1 REPORTS 


copy ordered, plus postage and C.O.D. 
charges. If this information does not 
completely satisfy me, I may return | To keep you 
it and you will refund my money in | up to date on 
full. all important 

changes that 


: .copies ‘‘Your Income Tax” at may be made in 
"$1.00 each. the law, we will 
-copies ‘‘Your Corporation Tax’’ | send, without 

‘at $2.00 each. cost,any reports 
which may be 

NAME 2... ccccccccsccccccccscccoes required to keep 


(Please print plainly) you fully posted 
to March 15, 


Address 1946, 


City 





Sta 
“Zone No. (if any) 
CT SAVE POSTAGE AND C.O.D. CHARGES. If you 
enclose payment WITH this coupon for book or books 
you order, we will prepay all postage and handling 
charges. Same return-for-refund privilege applies. 
NOTE: If resident of N. Y. City, add 1% Sales Tax. 
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There are two tumny things 
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The first is Wilmer’s getup. 
The second is that he doesn’t care if he does look 
like a castoff scarecrow. | 
Because Wilmer’s a lot smarter than he looks. 
While he’s making more than he’s ever made 
before—he’s doing right by his country. The 
dough he’d spend for a fancy wardrobe goes right 
/ 
smack into War Bonds... and for this Uncle el 
ie 


Sam is mighty proud of him. 
Naturally, you don’t have to look like Wilmer 
. or tramp around in rags . . . to make your 
country proud of you, and your own future a 


whole lot more secure. 


All you have to do is keep getting those War A tui 

Bonds—and then forget them till they come due. 'The | 
Remember— it’s four dollars for every three, and | 

the safest investment in the world! , ey 

Why not get an extra War Bond today? » 7 land : 

. It t 

GUY ALL THE BONDS YOU CAN... |e 

. : 

KEEP ALL THE BONDS YOU Buy 7 

——— Tt is t 


THE NEW YORK STATE SOCIETY ivide 
OF CERTIFIED PUBLIC ACCOUNTANTS ubtra 


This is an official U. S. Treasury advertisement— prepared under auspices of 
Treasury Department and War Advertising Council 
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( TRIFLE WRONG | by 










Foote 


the Dréatéag CALCULATOR 
would figure it right! 


A tunnel figured too short! 
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The Printing Calculator prevents such figuring mistakes. 


Accountants everywhere say the Printing Calculator saves time 
and prevents mistakes by simultaneously working, printing 
land proving their problems—as the tape shows, 


It takes the place of two ordinary 
' machines: the ordinary adding ma- 
chine that can’t calculate, and the 
| ordinary calculator that can’t print. 


Wt is the ONLY machine that prints as it 
ivides automatically, multiplies, adds and 
ubtracts. Phone your Remington Rand 
fice now, or write us at New York 10, 

WN. Y., for your free booklet TOPS. 
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® Order These Now: @EE—E—EEEE 
MONTGOMERY'S MONTGOMERY'S 


-| Federal Taxes on § Federal Taxes on 
Estates, Trusts and Corporations 
CTitmiy ty 1945-46 


as in previous issues, on i + 1E ACCOUNTANTS’ AN- 

SWER to the help re- 
quired on this year’s cor- 
poration tax problems. 
Everything in one place 
for quick reference and 
easy application: changes Needs 
in the law; developments [BRASS 
in its administration; ex- ms 
perience-founded counsel 
on what to watch for, what 


RINGS YOU UP-TO-DATE, 
the application of the federal estate tax, gift 
tax, and those features of income tax peculiar to 
decedents, estates and trusts. Special emphasis on 
intelligent estate planning—on what can and can 
not be done to ease the tax burden by reducing both 
estate and income taxes. 
Since 1917, the counsel of 
Montgomery’s tax books has 
been relied on by tax account- 
ants, trust officers, attorneys, 
and all who administer or to do. 
own property. For this 1945- Standard since 1917 with 
46 issue, every angle of the tax specialists and corpo- 
tax has been reconsidered in ration executives. Unique 
the light of developments re- presentation, nowhere else 
sulting from the law that ap- paralleled or duplicated. 
plies and from its administra- Practically without ex- 
tion. On any problem, legal ception, corporations face, 
or accounting, you see the on 1945-46 taxes, problems of unusual difficulty, 
coordinated effects of federal calling for many critical decisions. Items of typical 
income tax, oe tax, and es- special concern include effects of the Revenue 
_ we; pros caring of ene Act of 1945, which terminates the excess pro- 
ing court decisions on which fits tax and makes necessary certain provisions 


2 Vol., $15.00 





you want to be posted. 


To guide and confirm your 
judgment in particular situa- 
ions, you have interpretation 
and counsel rooted in the ex- 
perience of an organization of 
accounte ants and lawyers deal- 

with estate 


For answering practical 
problems of tax determina- 
tion; for getting leads on tax 
angles in estate practice; for 
its advice on proper drafts- 
manship of wills, indentures, 
and other instruments, you'll 
be using all year through 
Montgomery's Federal Taxes 
bn Estates, Trusts and Gifts. 


Send NOW for the New 
1945-46 Issue 


eady in December 
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A TAX PROGRAM 
for a Solvent America 


By The Committee on Postwar Tax Policy 
RoswELt MacILi, Chairman 


Ts is the plan that has been receiving such 
wide and favorable comment from the press of 
It includes recommendations of vital 
interest now to all taxpayers—corporate, indi- 
vidual and fiduciary. 

“Pp robably the soundest tax proposal yet. Sug- 


the nation. 


eminently practical at this time.” 


$3.00 


gestions... 
—Taxes. ' 
“11° 
Roswell Magill’s 
4 \¢ Revised 
TAXABLE INCOME & 
A COMPLETE, up-to-date study of the reasoning 
and analysis the federal courts and Congress 
have followed through the years in answering the 
question, “what is taxable income?” 
An invaluable guide to judgment in situations 
involving effect of specific transactions or courses 


of action. $6.00 





LD PRESS COMPANY 
New York 10, N.Y. 
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15 East 26th 





for fiscal years ending in 
1946; immediate benefits 
possible under the Tax Ad- 
justment Act of 1945, and 
steps to obtain them; time 
and manner of inclusion, 
for tax purposes, of income 
from terminated war con- 
tracts; proper treatment of 
reconversion costs and ex- 
penses. 

To guide and check your 
handling of particular situa- 
tions, you have in Montgom- 
ery’s manual the advice and 
recommendations of an or- 
ganizationof accountants who, 
in years of practice, have 
handled taxes for hundreds of 
corporations. 


Send NOW for the New 


1945-46 Issue 
Ready in January 


LD PRESS COMPANY 
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AN OPEN LETTER 


To the Members of the 
N. Y. STATE SOCIETY OF C.P.A.’S 




















Gentlemen; 


About a year ago, we started "Address- i 
ing" messages to you about the value of using 
our rebuilt and reconditioned office machines. 


During that period the response to our 
proposals has been very gratifying and we have made 
many new friends among the members of the Society. ' 


To those new friends we say "Thank You" 
for your patronage—to others who have not yet 
tried our various machines, we suggest that you | 
call us in the next time your client has occasion 
to set up a bookkeeping or billing machine system. 


As we have mentioned at various times, 
our representatives will be glad to work with you 
in suggesting the proper machine system—subject, ; 
of course, to your own recommendation. 


We are continuing to advertise in the 
"New York Certified Public Accountant" and hope 
that the New York State Society members will call 
upon us at any time for advice and counsel in the 
cffice machine field. 


We wish also to thank "The New York 
Certified Public Accountant" for their very fine 
cooperation. 


Very truly yours, 


ADDRESSING MACHINE & EQUIPMENT CO; 


326 BROADWAY ° NEW YORK 7, N.Y. . WOrth 2-533) 
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The matter contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors of the articles, and are not promulgations by the Society. 
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Recent Developments In Accounting 


Principles 
By James L. Donr, C.P.A. 


This is an address which was given at the monthly meeting of the Society at the Waldorf- 


Astoria Hotel on October 8th, 1945. 


I AM particularly gratified to accept 
the invitation on this occasion to 
appear before the New York State So- 
ciety of Certified Public Accountants 
because of the subject-matter which 
has been assigned to me: that of Cur- 
rent Developments in the Formulation 





James L. Done, C.P.A., is a certi- 
fied public accountant of Wisconsin 
and Michigan, and is a member of 
the New York Bar. He has been 
teaching for a number of vears in 
the School of Business at Columbia 
University and he is a member of 
the law firm of Greene and Greene. 
He holds the degrees of B.A. from 
the University of Wisconsin, B.S. 
from Columbia University and LL.B. 
from Columbia Law School. He has 
been a member of the American In- 
stitute of Accountants since 1919 
and has served on its staff as Direc- 
tor of Research. He has been Chair- 
man of its Committee on Publica- 
tions and a member of the Commit- 
tees on Accounting Procedure and 
Terminology. Mr. Dohr is the au- 
thor of “The Law Business’, “Cost 
Accounting”’, and “‘Lecture Notes on 
the Law of Accounting”. 
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of Generally Accepted Accounting 
Principles. It is a subject-matter which 
I think is of supreme importance to 
everyone who has an interest in the 
profession of accounting. 

In order that you may understand 
what I have to say, my remarks are 
based principally upon my participa- 
tion, as a member, in the work of the 
Committee on Accounting Procedure 
of the American Institute of Account- 
ants, plus a very profitable period of 
three years when I acted as its Director 
of Research. Mr. Carey will bear wit- 
ness to the fact that I was paid for 
performing that service; as a matter 
of fact, I should have paid tuition to 
the American Institute of Accountants 
for the education it gave me during that 
three-year period. 

I begin by referring to your audit 
certificate, in which you state or indi- 
cate that the financial statements are 
prepared in accordance with generally 
accepted accounting principles. If, in 
any respect, the statement is not so pre- 
pared, you take an exception. To the 
average reader of your certificate, that 
language would convey, I think, the 
existence of a complete and compre- 
hensive body of accounting rules which 
were applied by you as a preliminary 
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to your certification. We know that 
such is not the case. 

While accounting is old, the account- 
ing profession is a young profession, 
very largely in a process of develop- 
ment. There is much difference of 
opinion as to what should be generally 
accepted accounting principles and, 
while much has been done, much re- 
mains to be done. 

I think it fair to say that, in many 
respects, your certificate means no 
more than that there is some authori- 
tative support for the principles which 
have been applied in the preparation of 
the statements. 

I should like to divide my remarks 
into two parts. Before coming specifi- 
cally to the matter of Current Develop- 
ments in Generally Accepted Account- 
ing Principles, I think it is important 
that we have an adequate realization of 
the background, if you please—or per- 
haps the state of mind—with which the 
problem should be approached. And in 
a sense I do not apologize for that pre- 
liminary, because I think if the prob- 
lem is approached with the proper state 
of mind there will be no question as 
to the outcome. 

The first factor in this background 
is a realization that we live in an ever- 
changing economy and that accounting 
principles must be attuned to current 
social, economic and political develop- 
ments. This is not to say for a mo- 
ment that we should change our posi- 
tion with every “change in the wind” ; 
on the contrary I think we -will best 
serve our economy by maintaining a 
very high degree of stability. It does 
mean, however, that on occasion we 
must examine our life-long convictions 
and we must be prepared, under proper 
circumstances, to surrender those con- 
victions. Accounting is no place for 
a man without an open mind. 

The second factor is an adequate 
realization of the plain fact that ac- 
counting is complex. Accounting func- 
tions in an economy which is highly 
complicated. It was not so very long 
ago, in terms of years as I know them, 
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that an auditor was commonly defined 
as “a bookkeeper out of a job”. And 
whatever may have been the merits of 
that definition, it was true, thirty years 
ago, that a young man with a couple 
of text-books and six or eight months 
of study could obtain a working knowl- 
edge of accounting. That is manifestly 
no longer true, and I submit that ac- 
counting today is quite as complex as 
medicine, law, engineering or any of the 
other professions. Any man who thinks 
otherwise does not understand account- 
ing. 

The third factor is an adequate reali- 
zation of the fact that accounting in- 
volves the exercise of judgment. 
Human nature craves formulae and 
rules with which to solve its problems. 
That, in the last analysis, explains the 
success of the patent medicine industry. 
Whenever a problem arises we instinc- 
tively would like to have a formula or a 
rule which would solve our difficulties. 
I submit that accounting can never be 
wholly a matter of formulae and rules. 
To put it another way, every rule which 
we can develop as accountants must be 
subject to the over-riding requirement 
that there is no substitute for, and no 
escape from, the exercise of judgment 
under all of the surrounding circum- 
stances. The man who is disinclined 
to exercise his judgment should not be 
an accountant. 

The fourth factor is an adequate 
realization of the fact that accounting 
involves approximations. It is not an 
exact science. Moreover, I am inclined 
to the view that it isn’t a science at all 
but rather an art. Science has as its 
objective knowledge, whereas art has as 
its objective, works ; and if there is any- 
thing in which we are entitled to take 
pride it is the fact that our profession 
is one that “works”. Again, human 
nature craves certainty. I have been 
told that young men study accounting 
because it is a field in which they can 
get a ‘correct’ answer. I should be the 
last in the world to disparage mathe- 
matical accuracy, but even in your ac- 
counting for cash you must never forget 
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that the dollar is a varying standard of 
measurement. It is extremely unfor- 
tunate, I think, that the layman has got- 
ten the idea that accounts can be correct 
or otherwise; and his belief in that 
respect is strengthened by the practice 
sometimes indulged in of issuing pre- 
liminary or estimated statements which 
are to be followed by a formal or defini- 
tive statement. He doesn’t know—the 
layman—that even the formal or defini- 
tive statement is to a very large extent 
a matter of estimate, approximation and 
convention. The man who wants 
mathematical accuracy should be either 
a surveyor or a bank teller and not an 
accountant. 

The fifth factor is an adequate reali- 
zation of the importance of what I call 
“honesty of representation”. Account- 
ing is characterized by the fact that it 
provides information which is acted 
upon by people who are not account- 
ants. There was a time in our history 
when men might speak or be silent, as 
they choose, and when they were re- 
quired to be truthful only insofar as 
they uttered. The situation today is 
radically different. The financial state- 
ments are representations of fact and 
opinion on the part of the company and 
other auditors, and honesty in repre- 
sentation today requires that the repre- 
sentations be not only truthful but that 
they also be complete and not mislead- 
ing, under all circumstances. 

This, I think, gives rise to the broad- 
est responsibility on the part of ac- 
countants, and after vou have applied 
all the rules in the book you should stop 
to ask yourselves whether what you are 
saying is truthful, complete and not 
misleading under all of the circum- 
stances; and while it may not be ger- 
mane to the subject-matter of my dis- 
cussion I would like to say that that 
same standard of honesty of representa- 
tion should be applied to people who use 
accounting data. 

In connection with this matter of 
honesty of representation, the fact of 
critical importance is the effect of your 
language upon the person to whom your 
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representation is addressed. That of 
course brings us to the question of ac- 
counting terminology, which is a sub- 
ject-matter for another evening. But I 
would like to observe the necessity on 
your part of a constant regard, not to 
your own understanding of the meaning 
of words, but to the understanding of 
your listeners as to the meaning of 
words. 

In the recent report of the labor 
unions on profits in the steel industry, 
the unions refer to “open” and “‘con- 
cealed” profits. One of the items of 
concealed profits is a part of the reserve 
for depreciation; and to illustrate my 
point, I regard the term “reserve for 
depreciation” as one of the most un- 
fortunate we have ever used. We knew 
what we meant by it, but the non- 
technical reader, given a reserve for 
depreciation on the right-hand side of 
the balance sheet, could, in the last 
analysis, scarcely be blamed for refer- 
ring to it as concealed profits. 

The sixth factor is an adequate reali- 
zation of your basic objective. When 
I started the study of accounting, the 
balance sheet was of paramount impor- 
tance. That was easily understandable 
because we believed, I think, that the 
“worth” of an enterprise could be de- 
termined by a properly prepared bal- 
ance sheet. In fact, in those days, we 
commonly referred to the excess of 
assets over liabilities as “net worth” or 
“present worth”. We know very well 
now that the present worth of an enter- 
prise cannot be determined by a prop- 
erly prepared balance sheet, and our 
emphasis has shifted to the income 
statement. We must realize, then, in 
this problem of formulating generally 
accepted accounting principles, that the 
income statement is the statement of 
outstanding importance. 

That leaves us with the necessity of 
redefining the function of the balance 
sheet and, without going into the mat- 
ter at length, I suggest that under a 
proper view the function of the balance 
sheet is two-fold: first to indicate the 
ability of the business enterprise to meet 
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its obligations as they mature, and 
secondly as a vehicle by which manage- 
ment accounts for the responsibility it 
assumes in investing and controlling 
the funds of the stockholders. 

3ut our basic objective must be 
broader. We started with accounting 
as a tool of management, and our basic 
objective was to help management. As 
time went on, we learned that we owed 
a responsibility to investors, and we 
have done much toward meeting that 
responsibility ; and, whether you like it 
or not, you are now moving in an era 
in which your responsibility is even 
broader. You are coming to be re- 
sponsible in connection with taxes; in 
connection with price fixing ; in connec- 
tion with the utility regulation ; in con- 
nection with labor relations, ete. 
Instead of acting as a servant of man- 
agement (and I use the word “servant” 
in a perfectly proper sense), you have 
come to be the servant of society; and 
the man who isn’t willing to recognize 
the broadest kind of social responsibili- 
tv shouldn’t be an accountant. 

The last factor that I want to mention 
requires a decision as to methodology, 
and like the lawyer you have two op- 
tions: Under the civil law system of 
the continent of Europe, law was sup- 
posed to be stated in a comprehensive 
code which would cover all human re- 
lations; and there are those who think 
that we can have an accounting code 
in the manner of the civil law. The 
statement of the American Accounting 
Association is based on that procedure. 
On the other hand, we have what we 
call “The Common Law System” of 
Great Britain and the United States, in 
which rules are developed largely as a 
basis for dealing with indicated states 
ot tact. 

I think that it is fair to say that 
for the most part the Committee on Ac- 
counting Procedure of the American 
Institute has elected the common law 
method. I think that a youthful en- 
thusiasm and a devotion to the princi- 
ples oi logic might indicate an attempt 
to formulate at one sitting a complete 
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and comprehensive code of accounting. 
If my experience as Director of Re- 
search taught me anything, it taught 
me the utter impossibility of an ade- 
quate solution by that means, and | 
submit that the methodology to be se- 
lected should be one of developing 
rules largely as applicable to given 
statements of fact. 

That, then, is the background against 
which generally accepted accounting 
principles must be developed ; and, as | 
indicated at the outset, I think a deci- 
sion on your part on these various fac- 
tors which I have indicated is the most 
important element in the problem. 

Turning now to current develop- 
ments: The development of generally 
accepted accounting principles was very 
much affected by the war. The war 
gave rise to new problems—and I take 
it that you are familiar with some of 
the things that were done on renegotia- 
tion, war reserves, accounting for cost- 
plus-fixed-fee contracts, etc. We now 
face a further series of war problems 
in accounting for reconversion and 
restoration to a peacetiine economy. 

I have lived long enough to realize 
that the problems of a war are distinctly 
transitory. It will be a comparatively 
short time after the war is ended 
when these problems will be gone and 
forgotten. And I would like, therefore, 
in the limited time which is available 
to me, to steer clear of the war prob- 
lems and to refer to those developments 
which will be effective over a long term. 
As a matter of fact, I personally sub- 
scribe to the belief that in the last 
analysis none of our war problems were 
really peculiar; all thev required was 
a somewhat different method of apply- 
ing the same kind of principles that 
were applicable in peacetime. 

Beginning, then, with the long-term 
problems, the question of the income 
statement is manifestly the most im- 
portant. The Committee issued Ac- 
counting Research Bulletin 23 dealing 
with the presentation of income taxes 
in the income statement. There has 
been some criticism of that bulletin, 
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and I would like nothing better than to 
deal with those criticisms; however, 
that, too, is a subject-matter for 
another evening. Let me simply say 
that, in the course of preparation, Re- 
search Bulletin 23 indicated that there 
was a clear line of division with respect 
to the income statement—with respect 
to its function. There were those on 
the one hand who took the position that 
the income statement was in the nature 
of a prospectus—that it should indicate 
earning power. The other group took 
the position that the income statement 
was a summary of all the income facts 
occurring within a given period, includ- 
ing facts discovered in that period and 
corrections of estimates of a prior year. 


The difference between those 
groups, vou will see readily, comes 
down to the matter of direct debits and 
credits to surplus. The one group em- 
phasizes the importance which is at- 
tached to the single figure of earnings 
per share and the lack of critical an- 
alysis on the part of the reader; to his 
inability to eliminate extraordinary 
unusual, non-recurring items. For that 
reason the one group would permit 
debits and credits direct to. surplus. 
The other group argues that there must 
be a consistency and continuity of in- 
come statements. They point out, too, 
the abuses in the matter of debits and 
credits to surplus, and they suggest 
that every income item, debit or credit, 
should appear in the income statement 
of some vear: they prefer the wrong 
year to no year at all. 


two 


I am not so sure that the question is 
as important as the members of the two. 
groups think. I think that by a cam- 
paign of education we can do something 
about the over-emphasis on the single 
figure of earnings per share; and I 
notice that one of the financial services 
has adopted a practice of reporting the 
earnings per share and then indicating 
how much those earnings per share 
would have been increased or decréased 
if the extraordinary item had not oc- 
curred, attempting to lead the reader 
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to consider the unusual or extraordin- 
ary items. 


So far as the prospectus is concerned, 
I wouldn’t want to depreciate the use 
of the prospectus; but, by and large, I 
suggest that one look at the current 
income statement is better than a dozen 
looks at the income statements of prior 
years. In my own mind it all boils down 
to a question of honesty of representa- 
tion. I think you have to make up 
your mind how you can best prevent 
misleading inferences on the part of the 
reader, and I think that you can ac- 
complish your objective in some cases 
by making direct debits or credits to 
surplus. In other cases it will be better 
to have the item in the income state- 
ment. The Committee on Accounting 
Procedure has been engaged on this 
project for some time, and if you 
haven't already read it you should read 
their statement in the September issue 
of the Journal. 


A very practical illustration of the 
problem arises in connection with the 
termination of what we are beginning 
to call the “war venture”. Taking the 
calendar-year companies, it appears 
reasonable to suppose that the bulk of 
the reconversion will he over in 1945, 
and that in 1946 we should begin to 
get an inkling of what peacetime opera- 
tions are going to amount to. That 
being the case, the suggestion has been 
advanced that, beginning with January 
1, 1946 for the calendar-year com- 
panies, all items relating to the liqui- 
dation of the war venture be excluded 
from the income statement, to be car- 
ried either as debits or credits to 
surplus. 


I have some doubts about the wisdom 
of such a procedure. We know that 
in some cases, for instance, war re- 
serves have been established, and that 
when the war is finally liquidated there 
will be credit balances in those reserves. 
Now I am afraid that if we carry those 
over-reserves to the surplus account we 
will be accused of having overstated the 
cost of the war, and we will be put in 
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an unsound position, at least as a mat- 
ter of strategy. 

There are several other developments 
which I might refer to briefly in con- 
nection with the income statement. 
Some time ago the Committee decided 
that the so-called ‘‘single-step form of 
income statement” was at least per- 
missible—that it wasn’t necessary to 
sectionalize to show profits, 
operating profits, gross income, etc. It 
is too early, at this date, to determine 
to what extent the single-step form of 
statement will replace the conventional 
form. 

We have a peculiar problem under 
consideration at the moment in the 
matter of stock options. Some years 
ago we were rather successful, I 
thought, in our dealing with stock divi- 
dends, and by cooperation with the New 
York Stock Exchange I think we 
stopped some of the abuses of 
dividends, although, strictly speaking, 
the matter wasn’t entirely one of ac- 
counting. I think we have now a simi- 
lar situation in connection with stock 
options. We are in a position, by for- 
mulating accounting principles on a 
very broad basis, to stop some of the 
abuses in connection with stock options. 
Unfortunately, like so many other mat- 
ters, there wide differences of 
opinion as to how stock options should 
be treated, and we have not vet been 
able to get out a bulletin. 

Finally, I think that the way for fur- 
ther development can easily be pointed 
out. The income statement should be 
so prepared as to permit intelligent 
study and analysis, and I am not sure 
but what the cost accountants have not 
been somewhat more progressive than 
the financial accountants in this respect. 

‘There are a number of ways in which 
the income statement could be improved 
to make it a more valuable document 
to the reader. 

Just as a simple illustration, we know 
very little, I think, about the extent to 
which costs are shifted to the consum- 
er; and that has come to be a question 
of paramount importance. The average 
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labor union takes the position that if 
wages are increased, prices can be in- 
creased, and that’s all there is to it. 
What we don’t know is the extent to 
which increases, either in wages, taxes, 
or anything else, are shifted to the con- 
sumer or come out of the hide of the 
stockholder ; and of course there is one 
fundamental truth which we must not 
overlook: the strange anomaly that it 
may be possible to increase costs with- 
out any additional charge to the con- 
sumer or any diminution of the divi- 
dends to the stockholder. I refer, of 
course, to the possibility of volume out- 
put in which the increased cost is offset 
by an over-all reduction in cost as a 
result of the increased volume. 

Turning to the balance sheet, the 
outstanding question before the Com- 
mittee on Accounting Procedure is 
what we call “the cost and value ques- 
tion”. Accountants have long dedicated 
themselves to the proposition that cost 
is the controlling factor; and there are 
very good reasons for the accountants’ 
allegiance to the cost basis. In Bulletin 
5 the Committee indicated that fixed 
assets should normally be accounted for 
on the basis of cost. In Bulletin 24 
the Committee specifically extended 
that rule to intangibles. 

If you will stop to think for a moment 
you will realize that what we call “cost” 
is nothing more than market-at-the- 
date-of-acquisition ; so that the problem 
is not accurately described as one of 
selecting between cost and market, but 
rather one of selecting between initial 
value and some subsequent value. 

Where the subsequent value is below 
cost, we don’t have very much difficulty. 
I take it that generally accepted ac- 
counting principles would permit write- 
downs where cost has been shown to 
be non-recoverable. We commonly 
write down in a legal reorganization. 
And, finally, we are committed to the 
proposition that, by means of a quasi- 
reorganization, we may eliminate a defi- 
cit and get what we call a fresh start. 

It is on the upward side that the 
difficulty comes, and there are those 
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who simply say firmly, “We will under 
no circumstances recognize apprecia- 
tion”. But unfortunately the problem 
isn't as easy as that, because when you 
stop to consider, if the stockholders of a 
given corporation want to reorganize 
legally, by creating a new corporation, 
even though the stockholders remain 
precisely the same, you have no escape 
from the recognition of present value. 
If they can do it by means of a legal 
reorganization, why shouldn’t they be 
permitted to do it without going 
through the rigmarole of organizing a 
new corporation? One or the other of 
those propositions is unsound. If you 
are not under any circumstances going 
to recognize appreciation, then you 
should not recognize it even if they go 
to the length of organizing a new cor- 
poration. 

The Committee has under considera- 
tion this extremely conservative pro- 
posal: That a reorganization—a quasi- 
reorganization—may be used, even 
though it results in an upward move- 
ment of asset value, provided four con- 
ditions are met : 

1. That there be positive evidence of 
the increased value. 

2. That all assets and liabilities be 
comprehensively restated. 

3. That any earned surplus in exist- 
ence at the time of this quasi-reorgani- 
zation be frozen and not thereafter 
designated as earned surplus. 

4. That the subsequent accounting 
be consistent with the notion that a 
fresh start has been put into effect. 


That is the extent, I am sure, to which 


the Committee is willing to go (if it will’ 


go that far), and if you have any wor- 
ries that it will result in a return to the 
“palmy” days of recognition of flimsy 
appraisals, etc., I think there is no need 
toworry. As I understand the proposi- 
tion, it would be such that a revaluation 
upward would occur only in a very lim- 
ited number of cases. 

The Committee has under considera- 
tion the subject of current assets and 
liabilities. Accountants conventionally 
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classify as current assets or liabilities 
those items which will be converted into 
cash or will have to be met within a 
period of one year. It is felt that the 
one-year peried is arbitrary ; that what 
we should do is to revise the classifica- 
tion with some regard ior the cycle 
the short-time cycle—of business opera- 
tions. 

I am not sure that that amounts to 
very much, because it is my experience 
that practicing accountants “strong- 
arm” the one-year rule in order to get 
substantially the same result. In other 
words, while we say that one year is the 
test, I think we have no hesitancy in 
using a longer or shorter period, de- 
pending upon the circumstances. 

The Committee got out a bulletin on 
intangibles—No. 24. The outstanding 
characteristic of that bulletin was the 
sanction which it accorded to voluntary 
write-downs or write-offs of intangibles 
on the part of management. So far és 
accounting principles are concerned, in- 
tangibles are to be accounted for ex- 
actly as tangibles; but the Committee 
thought that if the management wanted 
to get rid of its intangibles it might do 
so voluntarily, and that such procedure 
could be approved by accountants. 

Finally, in connection with the bal- 
ance sheet, we have the important ques- 
tion of surplus. We have long been 
committed to a three-way classification 
of net assets. That classification is as 
between capital stock, capital surplus, 
and earned surplus. I think that the 
classification is most unfortunate and I 
think we have been more or less 
“hijacked” into that classification by 
the lawyers. 

The lawyer doesn’t care much about 
the source of capital, and he divides it 
as between legal capital (that is, his 
concept of legal capital) and something 
other than legal capital. In other words, 
if the stockholders put up $100 a share, 
by proper procedure the directors say 
$50 of that amount is legal capital and 
$50 is capital surplus. 

If you will stop to think for a mo- 
ment, the term “capital surplus” is a 
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contradiction in terms ; “capital” is sup- 
posed to represent the amounts that are 
contributed—“‘surplus” is supposed to 
represent what is earned. Capital sur- 
plus is neither “fish, flesh nor fowl”. 
The thought on the part of the Com- 
mittee on Accounting Procedure is that 
net assets should be divided simply into 
two parts: accounting capital—which 
is legal capital plus capital surplus—and 
earned surplus. That division would 
be a preliminary to the disposition of a 
number of vexatious problems which 
now face us. Let the lawyers keep 
their concept of legal capital if they 
want to; to my mind it is largely mean- 
ingless. The capital of an enterprise is 
what was contributed to the manage- 
ment for the purpose of conducting the 
enterprise, irrespective of what the 
lawyer may call that contribution. And 
the only other capital that a corporation 
can have is that which it has accumu- 
lated. Again however, we have a situa- 
tion where differences of opinion have 
so far prevented a bulletin on this par- 
ticular subject. 

[ think I have now taken a fair 
amount of your time. I have sketched 
roughly the current developments, and, 
in concluding, I would like to turn to 
what might be called “the commercial”, 
because in connection with these re- 
marks I have an idea that I would like 
to sell. 

You talk about generally accepted 
accounting principles. What do you 
mean by “generally accepted”? There 


are some people who have a very short 
answer to that question: they say that 
the way to get generally accepted ac- 
counting principles is by a govern- 
mental directive—we'll be told that such 
and such are the accounting principles 
and, by the force of the government 
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directive, we'll have generally accepted 
accounting principles. 

I happen to believe that “generally 
accepted” should be established in 
another fashion. I think general ac- 
ceptance should come from popular 
opinion, and since we are dealing with 
a technical matter the popular opinion 
can only come from those who are 
skilled, and that means that the most 
important element in determining what 
is “generally accepted” should be the 
accounting profession itself. 

That puts a burden on each and every 
one of you, and if I were to voice any 
complaint about my experience in the 
matter of generally accepted accounting 
principles, my complaint would be that 
the members of the accounting protes- 
sion do not in any adequate fashion 
indicate their ideas. “The responses that 
we get are wholly inadequate. 

What I would like to ask, then, 
simply is this: In anything which the 
Committee has done or which it pro- 
poses to do, take occasion once in 
awhile to give them an expression of 
your opinion. Any letter you write to 
the editor of the Journal of Account- 
ancy or to the Director of Research will 
be brought to the attention of the Com- 
mittee on Accounting Procedure, be- 
the Committee is alert to this 
phase of the problem; it is very much 
interested in determining the popular 
opinion of the accounting profession. 


cause 


In conclusion, I ask simply this: if 
our right to formulate generally ac- 
cepted accounting principles is ever 
taken away from us or even if it is 
modified by government regulation or 
otherwise, let it not be said that that 
important right has been taken away 
from us because we were inarticulate. 
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Estate Administration and the Fiduciary’s 
Accounting 


A Review of the Steps in Estate Administration Which are Reflected in 
the Fiduciary’s Accounting 


By ARTHUR B. 


N order for the practicing public ac- 

countant to have an understanding 
of the principles involved in fiduciary 
accounting, it is essential that he have 
a broad general background knowledge 
of the work of the executor in the ad- 
ministration of an estate. Accordingly, 
this paper will outline the more im- 
portant steps of estate administration 
in the State of New York. All estates, 
of course, wil! not require consideration 
of every point covered. In fact, it is 
not at all likely that any estate will be 
so involved that every situation will be 
met; but during the course of time, 
the practitioner might readily be faced 
with almost any one of the numerous 
details mentioned herein. 


The work of executor obviously 
starts when the testator dies. He takes 
whatever steps are necessary to obtain 
possession of the will and reads its 
contents to the immediate members of 
the family. Quite often there are 1m- 
portant provisions of the will which 
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require immediate attention, such as 
directions for burial, and the like. The 
will should then be presented to the 
Surrogate’s Court for probate. The will 
of itself does not give the executor the 
right to take possession of the assets, 
pay the debts and make disstributions. 
The Court procedure should be adhered 
to in order to obtain its authority to ad- 
minister the estate. A petition must 
be filed in which are stated the date of 
the will, the names of the witnesses, a 
statement regarding the residence of 
the testator at the time of his death and 
a complete listing of all interested par- 
ties, even if not named in the will. This 
list of interested parties should also in- 
clude any guardians, trustees or other 
executors. The final portion of the 
petition is a request that the will be 
admitted to probate and that letters 
testamentary be granted. 


It is necessary that the executor ob- 
tain jurisdiction of all interested parties 
by whatever means are required, such 
as: 

1. Getting a signed waiver of cita- 

tion. 

2. Publication of citation in the 
newspapers designated by the 
Surrogate. 

3. By personally serving the inter- 
ested party with a citation duly 
issued by the Court Clerk. 

4. By one of several other means 
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indicated in the Surrogate’s Court 
Act for special cases. 


At the required time, the witnesses 
to the will must appear in the Surro- 
gate’s Court and give their depositions. 
After the Court has taken jurisdiction 
of the matter and the necessary parties 
and followed its procedure regarding 
witnesses and notices of probate, if no 
objections are filed, the will is admitted 
to probate. The executor must then 
qualify and file an oath of office, after 
which, letters testamentary are issued 

him by the Court. He thus is put 
in immediate charge and possession of 
the assets of the deceased which are 
then to be administered in accordance 
with the terms of the will and the law 
of the state. 


Taking actual physical possession of 
the assets should then be the next step 
in the estate administration. Cash in 
banks should transferred to an ac- 
count or accounts in the name of the 
estate. It will be necessary to obtain 
a waiver from the New York State 
Tax Commission before the banks will 
make this transfer. If there is a safe 
deposit box, a representative of the Tax 
Commission must be present when it 
is opened and an inventory of its con- 
tents is made. The title to 
such as stocks and bonds, 
transferred to the executor 
resentative of the estate. 
where the estate is the beneficiary of 
a life insurance policy, proper steps 
taken to have the proceeds 
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paid to the executor. If the deceased 
was a member of a partnership, his 
interest therein should be determined 
and protected. With regard to real 
property, unless the will gives the ex- 
ecutor authority to sell, the title passes 


directly to the specific or residuary 
devisee or to the trustee where a trust 
has been provided for. However, if 
there are insufficient other assets in 
the estate to pay the debts and admin- 
the executor is per- 
age or lease it for 
‘foe the necessary 
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funds and of course then becomes ac- 
countable for the proceeds. 

The records and personal effects of 
the deceased should always be exam- 
ined for any possible clues to the ex- 
istence of assets. If anyone is suspected 
of withholding assets belonging to the 
estate, a petition should be presented 
to the Court to start discovery proceed- 
ings to help in clearing up this matter. 

An informal inventory should be pre- 
pared and also included therein should 
be the dividends declared prior to tes- 
tator’s death, accrued interest on bonds, 
and rents due at time of death on real 
estate owned by the deceased when he 
died. Values of assets at the time of 
death should be noted and if necessary, 
appraisals should be made by compe- 
tent appraisers of those assets the value 
of which is not otherwise readily de- 
terminable, such as the stock of a 
closely held tgp ation, jewelry, 
lections of coins, or stamps and the like. 
For estate tax purposes, the value of 
real estate should also be determined. 

Having obtained possession of the 
assets, the executor must decide what 
disposition to make of them. Some 
will be converted into cash immedi- 
ately, or at the first opportune moment. 
Others may be continued in their pres- 
ent form, such as investments in sound 
legal securities. Certain other securi- 
ties may be sold and the proceeds re- 
invested in those securities which are 
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mee investments for estates. At all 
times. the executor must exercise great 


‘are in making and retaining invest- 
ments to avoid the possibility of being 
surcharged for making improper invest- 
even if the will permits the 
on to invest in securities other 
than legal investments, he still must act 
in ened faith and exercise “Care, dili- 
and prudence.” 

Now that the assets of the estate are 
in the possession of the executor, we 
come to the consideration of the first 
use to which they are put, namely, the 
payment of debts, funeral expenses and 
administration expenses. All those 
items of expense which are incurred 
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in connection with the burial of the 
deceased, provided they are commensu- 
rate with the size of the estate, may 
properly be paid by the executor. 
These expenses include the preparation 
for burial, cost of flowers, cost of death 
notices, cost of mourning apparel for 
the immediate family, the cost of a 
burial plot and an appropriate monu- 
ment and perhaps perpetual care. 

All those expenses of settlement of 
he estate incurred in the collection, 
iquidation and distribution of the 
assets constitute the administration ex- 
penses of the estate. They include 
such expenses as filing fees, attorneys’ 
fees, accountants’ fees, fees of special 
guardians in certain [ 
publication of citations and notices to 
creditors. Again, care should be ex- 
ercised to avoid overpayment of any 
of these expenses. If in doubt regard- 
ing the amount of the attorney’s fee, 
he may ask in the acccunting proceed- 
ing to have the fee fixed by the Court. 
If the executor is also an attorney, he 
is entitled to an attorney’s fee for the 
legal services he has rendered, but it 
is best that he ask the Court to deter- 
mine the amount. Commissions of the 
executor, although a proper administra- 
tion expense, are not paid during the 
administration period and hence do not 
appear in the accounting, but are 
awarded in the decree. 

\ll those obligations which were in- 
curred by the deceased during his life- 
time, and remaining unpaid at the date 
of his death, constitute debts payable 
from the estate by the executor. All 
claims of creditors should be very 
carefully examined and unreasonable 
claims rejected in writing. Certain 
types of claims may be compromised 
if any doubt exists as to their validity. 
All claims should be presented in writ- 
ing in affidavit form together with a 
statement that the full amount is due 
and unpaid. If there is any doubt 
about the solvency of the estate, the 
executor must observe the rule of pri- 
ority in the payment of debts and ad- 
ministration expenses. The administra- 
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tion and funeral expenses are always 
payable prior to the debts. The order 
of priority for debts is as follows :— 


1. Claims of the United States Gov- 
ernment and the State of New 
York. 

2. Judgment Claims of Creditors in 
the order in which they were 
docketed. 

3. All other debts on an equal basis. 


After all of the funeral expenses, 
administration expenses and claims of 
creditors have been provided for, the 
executor may now consider the distri- 
bution of the remaining estate accord- 
ing to the terms of the will. Under a 
will, there are\ three main kinds of 
legacies; the general legacy, which is 
a gift of a sum of money; the specific 
legacy, which is a specified part of the 
deceased’s estate designated from all 
other parts: and the demonstrative 
legacy, which is a gift of a sum of 
money payable out of a particular fund. 
Quite often this distinction is very im- 
portant. If the asset constituting a 
specific legacy has been disposed of 
prior to death, it ceases to be effective 
after death, and the specific legatee gets 
nothing. Also, general legacies are 
subject to abatement, that is, may be 
scaled down proportionately if there 
are not sufficient funds to pay all lega- 
cies in full. 

A demonstrative legacy will be paid 
in full if the source designated in the 
will is sufficient, but if the source is 
not sufficient, the payment will equal 
the amount available, and the balance 
will be payable as a general legacy. 
The first class of legacies subject to 
abatement are the residuary legacies. 
Then follows the general and demon- 
strative legacies, but it is the usual 
practice to give preference to the pay- 
ment of legacies which are given for 
a consideration, such as those given for 
support of dependents. All legacies 
of the same class abate proportionately. 

If the executor has advertised for 
the presentation of claims of creditors, 
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he may start to pay legacies after the 
end of six months. Otherwise he 
should not pay legacies until the ex- 
piration of seven months from the date 
of issuance of letters testamentary. If 
a payment is made prior to this date, 
and a creditor presents a timely claim 
large enough to require the invasion of 
the legacies, the executor will be held 
personally liable to the creditors. A 


seneral or demonstrative legatee is 
therefore entitled to interest on his 


legacy seven months alter the issuance 
of letters testamentary. A specific lega- 
tee is entitled to the income, if any, 
earned by his legacy from the date of 
death, such as dividends on stock or 
interest on bonds which were specifi- 
cally described in the will. 

Securities not sold during the ad- 
niunistration of the.estate may be turned 
over to the legatees as “payments in 
kind.” In those cases where there are 
several legatees, a consent should be 
obtained to accept certain securities and 
to agree to the payment to the other 
legatees of the securities set aside for 
them. The value at date of delivery 
should be used by the executor in his 
records, as well as all accruals up to 
that time. 
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In a necessarily short outline such as 
this, there are many points which of 
course are not covered. The purpose 
here is to give a quick review without 
going into too much detail, and to 
cover every specific possibility would 
take much more time. 

Other points which could be dwelt 
upon are the preparation of tax returns, 
both for taxes and estate taxes, and 
also the question of testamentary trusts 
and the difficulty of allocation between 
principal and income. However, there 
has been presented enough to give a 
picture of the events leading up to the 
accounting and to understand the type 
of transactions which are to be recorded 
in the records kept by the executor. In 
closing, it might be stated that the term 
“executor” was used for convenience, 
but much that has been said also applies 
to the duties of an administrator ap- 
pointed by the Court. 


It can be that the executor 
must rely a great deal on the attorney 
matters and of 
course it is not necessary to point out 
that there is plenty of need for an ac- 
countant’s services. 


seen 


for guidance in all 


Relationship of Executor’s Accounting to Estate Administration 


THE ACCOUNT 
Schedule A. The Inventory 


Contains a list of all personal prop- 
erty of the deceased using values es- 
tablished in the estate tax proceedings. 
Includes cash, stocks, bonds, accrued 
interest, insurance payable to the estate, 
dividends declared prior to decedent's 
death (no record date), miscellaneous 
property such as personal items, house- 
hold effects, etc. Also rents due at date 
of death on real property and real prop- 
erty only if sold during administration. 





THE ADMINISTRATION 

The executor makes a diligent search 
of existing records and effects to as- 
certain the assets of which he should 
take possession. Cash balances in banks 
should be transferred. The safe deposit 
box of the deceased should be opened 
and examined and contents listed. Ap- 
praisals should be obtained for assets 
the value of which is not readily de- 
termined. Suits jor the collection of 
assets should be instituted if necessary. 
Calculation of all accruals should be 
made. Title to stocks and bonds should 
be transferred to the executor. Insur- 
ance policies, where the estate is bene- 
ficiary, should be presented for pav- 
ment. Business interests should be as- 


certained and protected and the value 
thereof determined. 
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Schedule A-1. Increases 

A record of the gains resulting from 
the sale, liquidation, distribution or 
transfer of assets. Includes gains on 
later acquired assets as well as those 
in the original inventory. 
Schedule A-3. Assets Collected at 

Par 

A record of assets collected at no 
gain or loss on inventory value. 
Schedule B. Decreases 

A record of the losses resulting from 
the sale, liquidation, distribution or 
transfer of assets. 


Schedule B-1. Uncollectible Items 

A record of all inventoried assets or 
later acquired assets which have no 
value. 


Schedule G. New Investments 

A record of all new investments made 
during administration as well as ex- 
changes made. 


Schedule C. Funeral and 
Administration Expenses 


A complete listing of all of the funeral 
expenses as well as all expenses of 
administration. 


Schedule C-1. Unpaid Funeral and 
Administration Expenses 


Contains a list of all items of this 
character which remain unpaid at the 
time of the accounting. 


Schedule E. Payments to Creditors 
A complete statement of all claims 
of creditors paid. This is supplemented 
by the following Schedules: 
Schedule D. Claims of Creditors 
Schedule D-1. Preferred Claims 
Schedule D-2. Personal Claims 
Schedule D-3. Rejected Claims 


These are informative Schedules 
only. 
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In the proper administration of an 
estate, it is the duty of the executor to 
reduce the assets to proper form for 
the protection of values. Investments 
may be sold or called and new invest- 
ments made. Business interests may be 
liquidated. Mortgages may be collected 
or modified or otherwise changed. 
Changes from non-legal investments to 
legal investments may be necessary. 
Exchanges may be required. If cash is 
needed in the estate, real estate may be 
sold. Insurance policies may be col- 
lected and the proceeds not immediately 
required for other purposes may be 
invested. 


It is the duty of the executor to pay 
all the reasonable expenses incurred in 
connection with the burial of the de- 
ceased. The expenses of administration 
of the estate are those incurred in the 
collection, liquidation and distribution 
of the assets. These include the at- 
torneys’ fees, commissions, filing costs, 
accountants’ fees, costs of publication 
of citations and notices to creditor. All 
the debts of the deceased become pay- 
able by the estate, but the executor 
must exercise great care in passing on 
the claims which are presented. Unpaid 
funeral and administration expenses 
are passed upon at the accounting pro- 
ceeding and if approved are ordered 
paid in the decree. 
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Schedule F. Payments to Legatees 
or Trustees 


Contains a statement showing all of 
the personal property delivered or paid 
to legatees or trustees. Also includes 
specific legacies. Value at time of dis- 
tribution is used. Amount of prorated 
taxes (in a proper case) charged to 


legatees is also shown. 


Schedule A-2. Income Received 
the income collected during the 
period of administration is recorded in 
this Schedule. It is further supported 
by the following : 
Schedule C-2. Expenses Charged 
to Income 


Schedule F-1. Income Payments 
to Beneficiaries 


Schedule H & H-1. Balances on 


Hand 
These two Schedules are statements 
of all funds remaining in the hands of 
the executor at the end of the period 
of administration. include the 
balances of Corpus as well as Income. 


These 


Schedule I. Statement of Interested 
Parties 


Contains a list of names, addresses 
and approximate value of their interest 
in the estate of all interested parties. 
Assignments, Powers of Attorney and 
encumbrances made and executed by 
interested parties are also listed. 


Schedule J. Allocation of Taxes 

\ statement of the proposed method 
of allocation of the Federal and New 
York estate taxes, or a statement that 
mo allocation is required because of a 
provision of the will. 
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Under the will, the personal property 
is payable to certain legatees, or to 
trustees where trusts have been set up. 
The executor must exercise care in 
making distributions, usually consider- 
ing such factors as preference, time of 
payment, the proper persons to receive 
the legacies and whether or not interest 
accrues on the legacy. The terms of the 
will and the condition of the estate are 
deciding factors. 


The executor should keep a separate 
record of each item of income received 
during the period of administration. 
Where a trust is indicated in the will, 
expenses properly chargeable to income 
should be separately recorded. The 
payments to beneficiaries or trustees 
of income also should be kept apart in 
the records. The allocation between 
Corpus and Income of expenses is a 
very important matter where a trust has 
been set up. 


The executor’s records must at this 
point indicate exactly what is left in the 
estate and a listing made of items of 
stocks, bonds, ‘other investments, cash 
and other assets should equal the bal- 
ance remaining for which he is ac- 
countable. This is true for Income as 
well as Corpus, each of which should 
be recorded separately. 

The executor must look after the 
interests of all persons who may have 
any interest in the estate, however re- 
mote. He should have the records of 
the surrogate’s court searched for any 
Powers of Attorney, assignments and 
encumbrances made and executed by 


interested parties. 


Unless the will exempts the inter- 
ested parties from paying their propor- 
tionate share of the Federal and New 
York estate taxes, a calculation must 
be made before making any distribu- 
tions. This calculation of the allocation 
may be quite involved and a statement 
should be prepared showing all the 
steps taken. 
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Schedule K. Computation of 
Commissions 


Contains a statement showing the 
computation of commissions to which 
the executor believes he is_ entitled. 
Separate calculations should be made 
for principal and income where a trust 
is involved, 


Schedule L. Other Facts Affecting 
Administration 


This is a statement of all other ma- 
terial facts affecting the administration. 
This would include a listing of real 
property which the executor would not 
otherwise be required to account. 
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When the executor has completed his 
administration of the estate, and is pre- 
paring his account, it will be necessary 
for him to calculate the amount of com- 
missions to which he is entitled as his 
compensation. The principal and in- 
come portions of the calculations should 
be shown separately in every case where 
a trust is set up by the will. 


In addition to recording all of the 
monetary transactions of the adminis- 
tration, the executor should keep a 
running account of all steps he has 
taken and all material facts pertaining 
to the estate which are not otherwise 
recorded. Some of these facts may be 
informative to the Surrogate’s Court 
and the interested parties and should 
be presented as general information in 
his account. 
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An Accounting System for 
a Decedent’s Estate 


By AprAHaM J. Brivorr, C.P.A. 


M*: MOLL, in his paper on “Estate 
Administration and the Fiduci- 


ary's Accounting” has told us about the 
various steps involved in the adminis- 
tration of a decedent’s estate, culminat- 
ing in the Account of Proceedings; we 
have that the [Fxecutor’s Ac- 
count of Proceedings must recapitu- 
late the various transactions involv- 
ing the Assets of the estate during 
the period covered by his Account. 
Let us now direct our attention to 
the records upon which the executor 
may rely in the preparation of the 
Accounting. 

The 


e, and frequently 


seen 


Proceedings could 
prepared from 
fragmentary rec- 
»y the executor. 
s procedure are 


account of 
| 
the check book and 
ords l 
The weaknesses of thi 
many, among them: 
1. Many 


ally those 


maintained 


transactions, especi- 
which do not involve 
, frequently go unrecorded. 

2. The time consumed in the 
piecing together of various data is 
generally greater than that which 
would have been involved in the 
preparation of a complete set ot 
double entry records. 

3. All too frequently at- 
tempt to trace the various trans- 
actions during the period covered 


by the account 


the 


proves to be un- 


successful. 





ABRAHAM J. Britorr, C.P.A., has 
been a member of the Society since 
1941. Heholds the degree of B.B.A. 
from the City College of New York. 
Mr. Briloff is a teacher of accounting 
at Tilden High School in Brooklyn, 
and he is a partner of Apfel and 
Englander. 
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4. No satisfactory records are 
available for tax purposes. 


The alternative to the use of the 
check book and memorandum data 
lies in the maintenance of a complete 
set of books on the principle of 
double entry. A proper system of 
accounts will assist the Executor in 
many ways, for example, it will: 

1. Furnish him with the basis 

for his Account of Proceedings. 

2. Furnish him with the data 
necessary to prepare properly the 
estate, inheritance and income tax 
reports. 
the data 
financial 


3. Furnish him with 
which will indicate the 
condition of the estate. 

4. Assist the fiduciary in the 
proper management of the estate, 
(e.g. in the collection of income. ) 

5. Assist the executor in safe- 
guarding the assets of the estate. 


As had been indicated previously, 
the use of the principles of double 
entry is advisable. The fundamental 
equation in fiduciary accounting is 
Assets==Accountability, rather than the 
usual equation found in commercial ac- 
counting, Asset==Liabilities+ Capital. 

The reason for the different equa- 
tion lies in the difference in the phi- 
losophy underlying the two systems 
of accounts. Whereas commercial 
accounting is predicated on the pre- 
mise that profitable operation and 
continuity of existence are the pri- 
mary motives of the entrepreneur, 
fiduciary accounting proceeds upon 
the premise that collection, liquida- 
tion and distribution are the basis 
motives of the executor. 
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The equation Assets=Accounta- 
bility indicates that the assets which 
the executor has in his possession at 
any time represents the extent of his 
responsibility or accountability to 
the court from which his authority 
stems. The principles of debit and 
credit applied to the fundamental 
equation in fiduciary accounting are 
similar to those applied to commer- 
cial accounting, in that a debit repre- 
sents an increase in an asset or a de- 
crease in the accountability and a credit 
represents a decrease in an asset or an 
increase in the accountability. 

The books of account to be main- 
tained by the executor are as follows: 

1. The General Journal 


2. The Cash Book (a) Cash 
Receipts (b) Cash Payments 


Accounting 


3. The Ledgers 

(a) The General Ledger 

(b) Subsidiary Ledgers (re 
securities, real estate, etc.) 


The accompanying illustrations 
are intended to indicate the form and 
operation of the various books named 
above (with the exception of the sub- 
sidiary ledgers.) Transactions have 
been selected which would illustrate 
the principles discussed herein. In 
an actual instance there would be 
many transactions of the type set 
forth herein. Further, as Mr. Moll 
has indicated in his paper, the ad- 
ministration of an estate generally 
involves many months and some- 
times year; but for the purpose of 
this illustration the transactions have 
been telescoped into a single month. 


(a) Robert Allen died a resident of the City and Co > of New York on the 
Robert Allen died lent of the City and County of N Yor 


Ist day of Februarv, 1945. 
were named co-executors, 
ing. valued as of the date of death: 


$10,000 face value XYZ bond, interest at 5%, 


Arthur Young and the Safety Trust Company 
The assets of the estate consisted of the follow- 


payable May 


and November 1, valued at: 110. «4.56305 esccuewadee«'s $11,000.00 
Accrued interest on XYZ hond from November 1 to Feb. 1 125.00 
250:shares: DEP’ stock; valued at 00m .<0% 2a cose eter 15,000.00 
100*shares- ABC stock, vahied at<SO: ... oc.sncecles. acer 5,000.00 
Cash in the National Cry Bank of Ni Yi. 0c. ccnds cncadxs 10,000.00 

Non-interest bearing note made by S. J. Thomas, dated 
Dames 10 voi cease cecwess tose nena ene 500.00 
Total: ‘EStat@® oo oui ah ae card estar eee $41,625.00 


(b) On February 6, transferred the balance standing to the credit of the deceased 
in the National City Bank to an account in the name of the estate, at the 


Safety Trust Co. 


(c) On February 7, sold the ABC stock at 53. 
(d) On February 8, collected the amount due on the S. J. Thomas note. 


(e) On February 9, received dividends 
at the rate of $1.00 per share. 


declared February 2 on the DEF stock 


({) On February 10, paid Dr. Sidney Strong $100 for professional services dur- 


ing last illness. 


(o 
> 


On February 11, paid a bill submitted by Lord & Taylor, representing pur- 


chases made by the deceased—$55.00. 
(h) On February 14, paid $3.00 for copies of the letters testamentary. 


1945 
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(i) On February 15, paid a bill submitted by the Campbell Funeral Chapel— 
$625.00. 

(j) On February 16, sold the XYZ bond for $10,800.00 plus accrued interest 
from November 1, 1944, $145.83. 

(k) On February 18, paid $380 to the Collector of Internal Revenue, as the final 
payment on account of 1944 income taxes due on income received by deceased. 

(1) On February 22, paid $14.50 to the New York Telephone Co. for telephone 
service for the month of January. 

(in) On February 24, paid a legacy of $1,000 bequeathed to the Tribune Fresh 
Air Fund. 

(n) On February 28, bought $5,000 face value USA Treasury, 214% bonds for 
$5,050, plus accrued interest ($10.) 


ESTATE OF ROBERT ALLEN, DECEASED 
JOURNAL 

Analysis of Provisions of the Last Will 

and Testament of Robert Allen, Deceased 
Will dated: October 6, 1943 
Date of Death: February 1, 1945 
Will Probated and Letters Testamentary Issued: February 6, 1945 

Here follows a summary of the provisions 

of the Last Will and Testament 


As of February 1, 1945 


PNGR CECE 8 niin ews da06 55 Heewevees 211 20000 00 
IR REE ea xin ewkebewesuns ’.: #2 1s @ 
ee Oe a ere ee 213 10000 00 
Inventory—Notes Receivable .............. 214 500 00 

Gatate Principal Account. ........6..060- 301 41625 00 


To open the books of the estate of Robert 
Allen, in accordance with the inventory of 
the assets of said decedent prepared by the 
executor. 

(Here follows the inventory as set forth in the 
narrative. ) 
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Estate of Robert Allen, Deceased General Ledger Accounts 
+101 Cash—-Safety Trust Co.—Memorandum Account 

1945 : 1945 

PRMeED ES Ais ave dora assis eheteiwtare CR $26,995.83 | Oo ee, : ae CP $ 7.23750 
+201 Principal Cash 

1945 1945 

CUD a rn ee Pee CR $26,725.00 REDs26%06855 CR $7227.50 
#211 Inventory—Stocks 

1945 1945 

Feb. 1 100 sh. ABC @ 50.J $ 5,000.00 BOD {206 26k CR § 5,000.00 


1 250 sh. DEF @ 60.J — 15,000.00 


#212 Inventory—Bonds 
1945 1945 
Feb. 1 10M XYZ—5% ...J $11,000.00 Beppe 20 ok saree CR $11,125.00 
L WACERUED NES js oss:006s J 125.00 
#213 Inventory—Cash 
1945 1945 
Feb. 1 National City ..... J $10,000.00 Feb. fe... 6is CR $10,000.00 
=214 Inventory—Notes Receivable 
1945 1945 
Feb. 1 5. J. Thomas...... J $ 500.00 BODE 20. sis oe CR $ 500.00 
#251 Investments (Principal) Bonds 
1945 
Ss AS ES Te ee CP $ 5,050.00 
+301 Estate Principal Account 
1945 
Ph. Bas etectan J $41,625.00 
+311 Increases on Sale or Realization 
1945 
Bien eZ ss CR $ 300.00 
+321 Decreases on Sale or Realization 
1945 
LOO OS. Gee ere CR $ 200.00 
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yunts 
Estate of Robert Allen, Deceased General Ledger Accounts 
+331 Expenses of Administration 
19-45 
37.50 GL O25 ee eee Rte he CP S$ 3.00 
+332 Funeral Expenses 
1945 
27 50 Ree an ter er a tan CP $ 625.00 
+333 Debts of the Decedent 
1945 
00.00 DIG De 2) ee CP $ 549.50 
+341 General Legacies 
1945 
HGR SP aQert Ree ata CP $§$ 1,000:00 
25.00 
+401 Income Cash 
1945 1945 
iG Deana acs Serta ree CR S$ 270.83 Bebe2en. a: = cP § 10.00 
10.00 +501 Income—Interest 
1945 
Feb 2ed «cies CR §$ 20.83 
0.00 +502 Income—Dividends 
1945 
Webs 26 s:<, 031 CR $_ 250.00 
+531 Expenses of Administration—Income 


Post here all expenses chargeable 
against income 


500 +541 Other Expenditures Chargeable against Income 
1945 This charge would be trans- 
Feb. 28 Accrued int. paid ferred to account number 501 
on purchase..... CP $ 10.00 when the interest on the in- 
0.00 | vestment is ultimately col- 
lected 
+551 Payments to Income Beneficiaries 


Post here all distributions to 
income beneficiaries 
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The Nature of Principal and Income in Fiduciary 
Accounting and Notes on Current Developments 


By Joun J. TRAyNor, C.P.A. 


I. Introduction 
HE purpose of this paper is to re- 
view in somewhat summary fashion 
the nature of Principal and Income in 
fiduciary accounting and to discuss 
certain current developments in that 
field. 

In ordinary commercial enterprise, 
where profit is the primary motive. 
business in a sense is accountable to it- 
self and the accounting is accomplished 
by the application of more or less 
generally accepted principles and pro- 
cedures. In fiduciary accounting, on 
the other hand, the underlying philoso- 
phy is the accountability of the fiduciary 
for the properties entrusted to his care 
and management. For manifest rea- 
sons, therefore, fiduciary accounting is 
influenced and dominated throughout 
by law. 


How an Estate or Trust Comes 

Into Being 

An estate comes into being upon the 
death of a person possessed of property. 
If the decedent dies testate, that is, by 
leaving a valid last will and testatment, 
his estate passes in accordance with his 
testamentary directions; if he dies in- 
testate, the estate is distributed in ac- 
cordance with the provisions of law. 
The estate is administered by the exe- 
cutor or executors nominated by the 
testator, or by an administrator ap- 
pointed by the court if the executors 
fail to qualify, or if the decedent dies 
intestate. 





Joun J. Traynor, C.P.A., was 
elected to membership in the Society 
in 1928 and he is active on the Com- 
mittee on Fiduciary Accounting. He 
attended New York University. He 
is associated with the law firm of 
Breed, Abbott and Morgan. 
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A trust may be created under a de- 
cedent’s will or by an agreement en- 
tered into by living persons. The trust, 
whether testamentary or otherwise, is 
administered by one or more designated 
trustees. 


The Fiduciary’s Responsibility 

Accounting-Wise 

Broadly, the fiduciary is accountable 
for the estate or trust fund in two 
ways: 

1. As to the fund in its entirety and 
in relation to claimants, other 
than beneficiaries ; 

As to the respective rights of the 
persons entitled to share in the 
fund and its income. 


nN 


This discussion will deal only with the 
latter and only in so far as the rights 
of beneficiaries may be affected by cer- 
tan questions airsing between Principal 
and Income. 


Principal and Income Defined 

Principal or Corpus refers to the 
property or fund entrusted to the fidu- 
ciary. In an estate, it represents the 
property passing from the deceased to 
the executor or administrator. In a 
trust, it is the property received by the 
trustee for administration. 

Income generally is the ordinary 
meaning of the term—the yield or re- 
turn on Principal, except as modified 
by testator’s or grantor’s expressed in- 
tention, or by law. 


Necessity for Segregating 

Principal and Income 

Unless an estate passes outright, i.e., 
without any part going into trust, it is 
essential that a fiduciary make careful 
distinction in his accounts as between 
Principal and Income. It is the 
trustee’s duty to provide Income benefi- 
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ciaries (life tenants) with the Income 
earned and, at the same time, preserve 
the trust corpus or Principal for its 
ultimate owners  (remaindermen). 
Consequently, each item of receipt and 
expenditure must be properly classified 
as to Principal or Income. This gives 
rise to many questions, a selected num- 
ber of which will now be considered. 


II. Current Problems 


Accrual of Ordinary 
Dividends on Stocks 


Income accruals play an important 
part in the apportionment between 
Principal and Income and in this con- 
nection, one of the most common ques- 
tions is whether a dividend accrues as 
of date of declaration or date of record. 

The confusion comes about by rea- 
son of the fact that when a corpora- 
tion declares a dividend, it sets the 
amount thereof aside as a liability to 
stockholders as a but without 
certainty, until record date, as to which 
members of the class shall be entitled 
to the dividend. 


class 


lor many years, dividends have been 
accrued in fiduciary accounts as of date 
of declaration (Matter of Kernochan, 
104 N. Y. 618 (1887): Ford v. Snook, 
205 App. Div. 194, affirmed 240 N. Y. 
624 (1923); see also Matter of Booth, 
139 Mise. 253 and Matter of Wolfe, 
155 Misc. 190). This practice has been 
followed generally, or at least until 
April 24, 1930, on which date Section 
62 of the Stock Corporation Law of 
New York became effective and pro- 
vided that a stockholder’s right to a 
dividend accrues as of date of record. 

In 1942, Surrogate McGarey of 
Kings County held in the Matter of 
Robb, 178 Misc. 240, that “the rights 
of the respective beneficiaries of a trust 
or claimants to a dividend in an estate, 
should be determined by their status 
on the record date, in the absence of 
any controlling provision in the law.” 
In this case, it was held that dividends 
declared during the life of the primary 
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life beneficiary and payable to stock- 
holders of record after the death of said 
beneficiary were payable to the second- 
ary life beneficiary. 

Shortly afterward, in 1942, Surro- 
gate Foley, in the Matter of Bashford 
(178 Misc. 951), which involved the 
right to dividends as between a de- 
ceased life tenant and remaindermen, 
relying particularly on said change in 
Stock Corporation Law, held in effect 
that dividends accrue as of date of 
record where the law of the state of 
incorporation of the declaring corpora- 
tion fixes stockholders’ rights as of a 
record date. 

However, in 1943, Surrogate Dele- 
hanty, in the Matter of Depew (179 
Misc. 1074) held that dividends de- 
clared during the life of the income 
beneficiary but payable to stockholders 
of record after the death of the benefi- 
ciary were payable to the estate of the 
deceased beneficiary and not to the re- 
maindermen of the trust. 

Subsequently, in a case involving a 
dividend declared before decedent’s 
death but payable to stockholders of 
record after his death, Surrogate Dele- 
hanty held the dividend to be payable to 
Income. Estate of Owen B. Winters, 
New York Law Journal, January 27, 
1944, p. 353. In this case, the dividend 
was declared long in advance of pay- 
ment date. 

Since then, in the Matter of Gold- 
man, not yet officially reported, the date 
of record rule, as aforesaid, was upheld 
in a decision handed down by Surro- 
gate Foley and affirmed by the Appel- 
late Division (4 to 1). However, an 
appeal has been taken to the Court of 
Appeals and it is understood that argu- 
ment was set down for the last week in 
October. 

Until the point is finally settled in this 
state, it is suggested that a conserva- 
tive procedure be followed. In accru- 
ing dividends as of date of death or as 
of date Principal is placed in trust, the 
use of declaration date would obviate 
overpayment of Income. On termina- 
tion of a trust or in fixing the rights of 
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primary and secondary life benefici- 
aries, the use of record date would seem 
to be in order. But in any case, it 
would be well to withhold actual dis- 
tribution of dividends in question, pend- 
ing approval of an accounting. 

In connection with this question, it is 
worth noting that in a recent income 
tax case under Sec. 42, 1938 Act, the 
U. S. Supreme Court held that divi- 
dends declared before decedent's death 
but payable to stockholders of record 
on dates falling after his death did not 
accrue on declaration date as “such a 
declaration leaves the identity of the 
recipient at large” since it was not 
certain that the person then the stock- 
holder would receive the dividend. Fst. 
of Henry W. Putnam v. Comm’r. 
(U.S. Sup. Ct.) March 26, 1945, revg. 
CCA 2, 144 Fed. (2) 756. 


Dividends in Arrears 
In a recent accounting proceeding 


(Matter of Wittenberg, 57 N.Y.S. (2): 


476), it became necessary to determine 
whether any apportionment between 
Principal and Income should be made 
of dividends collected by the trustees on 
certain preferred shares. The shares 
were purchased by the trustees at a 
price of 1197¢ per share and at the 
time of purchase, dividends were in 
arrears to the extent of $16.25 per 
share. About ten and a half months 
after purchase, part of the accumulated 
dividends were paid and within nine- 
teen months, the entire accumulation 
had been cleared. 

In respect of accumulated dividends 
paid on shares received by trustees 
under the will of a deceased testator or 
by trustees from the grantor of an inter 
vivos trust (where such dividends had 
not accrued to Principal as of date of 
death or date such shares became part 
of trust Principal), the Court stated, 
“It appears to be well settled that such 
dividends are payable wholly to income 
account although a portion of the pay- 
ments represents accumulations al- 
ready existent at the time of creation of 
the trust” and cited Restatement of the 
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Law of Trusts, section 236, subdivi- 
sion q; Thompson v. New York Trust 
Co., 107 Misc. 245, aff'd. 191 App. Div. 
904 ; In re Fisher’s Estate, 344 Pa. 607, 
26 A. 2d 192; Matter of Lander, 162 
Mise. 201. 

The Court noted that “the element 
not present in the cited authorities, but 
here present is that the shares were 
bought by the trustees themselves and 
were not the property of the testator at 
the time of his death.” ; 

The Surrogate observed that because 
of the many factors entering into a 
market price of a security of general 
distribution, the Court would meet in- 
superable difficulties if it attempted to 
relate the existence of the accumula- 
tions to the market price paid, and that 
“because the authorities cited furnish 
at least an analogy and because any 
different rule must be based on pure 
speculation,” the Court held the divi- 
dends in this case to be payable entirely 
to Income. (Cited, Matter of Bliss, 
57 N.Y.S. (2) 475.) 

Although this decision is consistent 
with the general rule that accumulated 
dividends when received are not ex- 
traordinary and not apportionable, but 
are ordinary dividends and belong to 
Income (Matter of Palmer, 167 Misc. 
624 (1938): Thompson v. New York 
Trust Co., supra), the result obtained 
here seems to favor Income at the ex- 
pense of Principal. 

How, in the ordinary course of 
events, can Principal, in this case, re- 
coup that portion of the purchase price 
which represented dividend accumula- 
tions? True, atthe time of purchase it 
would have been pure speculation to 
have assigned an exact investment value 
to such accumulations. Nevertheless, 
on the basis of the facts that the shares 
were purchased at a price well in excess 
of $100 and that the arrearages were 
cleared up so soon after purchase, a 
more equitable treatment would have 
been obtained by crediting Principal 
with either the entire dividend or such 
portion as would have preserved the 
amount of Principal originally invested. 
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The 


Stock Dividends 

Section 17-a of the Personal Proper- 
“aw was amended on May 17, 1926, 
that any stock dividends re- 
ceived by any trust estate created by a 
instrument executed 
and in respect of any 
mposing in whole or in part 
the Principal of trust shall be 
Principal and not Income of such trust, 
provided by the in- 


tv | 
Ly 


to provide 


; ss 
will, deed or other 


that date, 
such 


unless otherwise 


in the Matter of Villard, 147 Misc. 
172 (1933) it was originally held that 
stock dividends paid regularly from 
rnin were not true stock 


mtemplated under Sec- 


t Principal. 
Matioy of Ryan, 
hat, bs 
1e Court of Appeals, on 
reversed the Villard 





rule and held that under Section 17-a 
of the Personal Property Law, all 
stock dividends, including ordinary 
divideticis paid in stock out of current 


earnings must be allocated to Principal. 


fhe aforesaid rule is not applicable 


to stock dividends received by any 
trust estate created by a will, deed 


strument executed on or before 
May 17 1926. In apr cases, it is 
necessary to apportion the stock divi- 
dends between ca and Principal if 
the divi lend results in an impairment 
of Principal. The object, therefore, is 
to credit Principal with such portion 
of the stock dividend as will restore 
the original investment at book value. 
The rule for allocating extraordinary 
dividends, whether cash or stock, was 
laid down in the J\Jatter of Osborn 
209 N. Y¥. 450. 


h. 


other 1n 


Premium and Discount Bonds, 

1. .\s to testamentary trusts created 
by wills of persons dying after Septem- 
ber 1, 1942, and trusts created by deed 
or other instrument executed after that 
date, it is no longer necessary to amor- 
tize premiums on bonds purchased by 
the trust 
17-d was 


terms of 
Section 


a trustee, unless the 
provide otherwise. 
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added to the Personal Property Law as 
of that date and subsection (1) reads: 
“Unless otherwise provided by the 
terms of the trust, when any part of 
the principal of a trust consists of 
bonds or other obligations for th 
payment of money, such bonds or 
other obligations shall be deemed 
principal at the inventory value, or if 
there be no inventory value, at the 
market value of such bonds or other 
obligations at the time the principal 
was established, or at their 
where purchased later, regardless of 
their par or maturity value ; and upon 
their respective maturities or upo1 
their sale any gain realized 
thereon shall fall upon or enure to 
the principal.” 


cost 


le Ss or 


As to trusts affected, the 
materially simplify the 
interest income. 

In accounting for discount 
such as United States Savings Bonds, 
the following was added to the Per- 
sonal Property Law as Section 17-d 
(2), effective similarly as to estates and 
trusts created after September 1, 1942: 

“Unless otherwise provided by the 

terms of the trust, when any part of 
the principal of a trust consists of a 
bond or other obligation for the pay- 
ment of money, bearing no stated 
interest but redeemable at maturity 
ra future time at an amount in ex- 
cess of the amount in ‘consideration 
of which it was issued, the amount 
of such accretion earned during the 
period that such bond or other obli- 
vation was held by the trustee, shall 
enure to income.” 


foregoing WI 
accounting for 


bonds 


2. As to testamentary trusts created 
by wills of persons dying before Sep- 
ember 1, 1942 and trusts created be- 
fore that date, it is still necessary t 
amortize the premiums on bonds pur- 
chased during the administration of the 
estate or trust, unless the instrument 
provide S a se. (JJatter of Stcv- 
ens, 187 N. Y. 471 (1907) ; Furniss v. 
Cashel io App. Div. 450, 230 
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N. ¥. 495; Matter of Brewster, 163 
Mise. 820 (1937).) 

Where bonds are purchased at a dis- 
count, accumulation is not required. 
Principal is credited with gain on dis- 
position. (Townsend v. U. S. Trust 
Co., 3 Redf. (N.Y.) 220; Matter of 
Gerry, 103 N. se 445.) 

No amortization is required with re- 
spect to bonds held by the fiduciary 
which were held by the testator at the 
time of his death. (Aatter of Stevens, 
supra; Robertson de Brulatour, 111 
A.D. 882 (1906); Estate of Samuel 
C. Van Dusen, N.Y.L.J., Feb. 5, 1937.) 

On sale or redemption prior to ma- 
turity, the unamortized premium must 
be borne by Principal. (Farwell v. 
Tweadle, 10 Abb. N.C. (N.Y.) 94; 
Ihittemore v. Beekman, 2 Demarest 
(N.Y.) 275; Matter of Brewster, 
Supra. ) 

Where bonds are sold or called for 
redemption at a price in excess of the 
amortized cost of the bonds, the profit 
belongs to Principal and no reimburse- 
ment is required to be made to Income 
in respect of premium amortization 
previously deducted on such bonds. 
(Matter of Depew, 179 Misc. 1074 
( 1943.) 


Amortization of Improvements to 

Real Estate 

Where unusual or extraordinary re- 
pairs or permanent improvements to 
real estate are made, it has been a rec- 
ognized rule that the cost should be 
apportioned between Principal and In- 
come (Stevens v. Melcher, 152 N.Y. 
551). However, the modern. trend 
seems to be to amortize the improve- 
ments out of Income over their useful 
life. This principle is illustrated in the 
Matter of del Drago (179 Misc. 383). 
In that estate, improvements were 
made to a number of real properties 
left in trust. As the improvements en- 
hanced the rental values of the property, 
it was held that their cost was properly 
amortizable against income over their 
estimated life. This is really ‘“depre- 
ciation” under another name. 
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Mortgage Foreclosures 

Where an estate or trust holds mort- 
gages on real estate and one or more 
of such mortgages goes into default and 
the fiduciary forecloses or takes a deed 
in lieu thereof and holds the property 
for operation and subsequent sale, the 
entire transaction from foreclosure to 
ultimate sale is technically known as a 
salvage operation. The accounting 
problem presented is to determine the 
respective interests of Principal and In- 
come in the net amount realized on 
operation and sale. 


The rules to be followed are stated in 
the leading cases of Matter of Chapal, 
269 N.Y. 464 (1936) and Matter of 
Otis, 276 N.Y. 101 (1937), in Section 
17-c of the Personal Property Law, 
enacted April 13, 1940, and in decisions 
since handed down. Section 17-c was 
added to simplify the Chapal and Otis 
rules. The particular procedure to be 
followed depends generally upon 
whether the estate or trust came into 
being by or after April 13, 1940 and 
whether the mortgage investment was 
made by or after that date. 


1. Where the mortgage was held 
prior to April 13, 1940 and the salvage 
operation completed by that date, the 
Chapal-Otis rules are applicable (Mat- 
ter of West, 289 N.Y. 423 (1943) ) and 
the procedure generally is as follows: 


Net income from operation of the 
property shall be applied to reim- 
burse Principal for foreclosure ex- 
penses and carrying charges ; 

Net proceeds of sale on final liqui- 
dation shall be applied first to reim- 
burse Principal for the balance of 
any advances to pay foreclosure ex- 
penses and carrying charges, includ- 
ing expenses necessary to put the 
property in rentable or saleable con- 
dition, and the balance shall be 
apportioned between Principal and 
Income. For purpose of apportion- 
ment, the interest of Principal is the 
face amount of the mortgage and the 
interest of Income the amount of 
unpaid interest from date of default 
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to date of sale, at the rate specified 
in the bond. 
2. Where the mortgage was held 


prior to April 13, 1940 and the salvage 
operation completed after that date, the 
Chapal-Otis rules for apportionment 
are continued but with the modification 
prescribed by Section 17-c (2) of the 
Personal Property Law. This section 


provides that 

Net income during the salvage 
operation up to 3% annually upon 
the principal amount of the morgage 
shall be paid to the life tenant re- 
gardless of principal advances for 
the expense of foreclosure or con- 
veyance and arrears of taxes and 
other liens which occurred previous- 
ly and the cost of all capital improve- 
ments ; 

Any such payment of net income 
shall be final and not subject to re- 
coupment, or surcharge, but the 
amount of all such payments shall be 
taken into account in the apportion- 
ment of the proceeds of sale to life 
tenant ; 

The principal advances shall be 
paid out of any excess net income 
above such 3%. When principal ad- 
vances have been satisfied, any ex- 
cess income shall be impounded to 
await sale and apportionment ; 

The unpaid principal advances 


1 


shall be a primary lien upon the pro- 
ceeds of sale and shall be paid first 
out of any cash so derived and if such 
cash be insufficient, the balance shall 
be a primary lien upon any purchase 
money mortgage received. 


For more detailed answers to account- 
ing questions arising under salvage 
operations, the opinion of Surrogate 
Foley in the Matter of West, 175 Misc. 
1044 (1941) should be helpful. See 
also Matter of Culver, 57 N.Y.S. (2 
598 (1944): Matter of Manger, 37 
N.Y.S. (2) 521 (1945). 

3. As to estates of persons dying 
after April 13, 1940, trusts created 
under an agreement executed after that 
date and to investments of mortgages 
thereafter made by a trustee of an ex- 
isting trust, the real property acquired 
by foreclosure becomes a_ principal 
asset in lieu of the mortgage. The life 
tenant shall be entitled to the net in- 
come from such property from date of 
acquisition and no apportionment of 
proceeds of sale shall be made. 


III. CONCLUSION 


In conclusion, it is suggested that 
in each estate or trust to be accounted 
for, the will or trust instrument be read 
and studied carefully and that all ques- 
tions of law be submitted to counsel. 


ILLUSTRATIVE STATEMENTS OF A MORTGAGE 
SALVAGE OPERATION 


I. Where Mortgage Held Prior to April 13, 1940 and 


(a) Salvage Completed by that Date; 


(b) Completed after that Date. 


Il. Where New Mortgage Investment Made After April 13, 1940 or Where 
Mortgage Held by Estate of Person Dying or by Trust Created After That 


Date. 


Investment in 6% mortgage at par.... 


Foreclosure expenses paid 
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$13,000.00 





$ 1,453.12 
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Net income from operation of property to date of sale: 


Pe OE PORT isk oes Se a Ree Loss 
| | ane ee Profit 
Third fiscal year (to date of sale)........ Profit 


Interest on mortgage at 6% from date of default to 
CAtG OR SAIC dcc.u: Soe winceaeei eles ee ne ae 


POMPEY SOI TF 2 os kn v cha eceasenuse sas eee 
(Cash $4,500 and Purchase Money Mortgage $4,000) 


($200.00) 
800.00 
59.06 


583.62 


$ 659.06 


$ 2,109.66 








$ 7,916.38 


I. (a) Where Mortgage Held Prior to April 13, 1940 and Salvage Completed by 


that Date 


(Chapal-Otis Rules Applicable) 


Total 
Amount to be Apportioned : 
Net proceeds of sale... ...6..55+ $ 7,916.38 
Plus, net income from operations. 639.06 
BOs xaxsxntacieere $ 8,575.44 


Less, foreclosure expenses to be re- 
reimbursed to Principal....... 1,453.12 
Balance, representing the amount 
available for apportionment.... $ 7,122.32 


Investment for Purpose of Apportionment : 
Total 
As to Principal: 
Face value of mortgage....... $13,000.00 
As to Income: 
Interest in default...... 2,109.66 
Botalivc. fonc eeseees $15,109.66 
POOLE Cee Ter eh 100% 


Apportionment : 


Cash 


5 3,916.38 
659.06 


Sf, 


Principal 


$13,000.00 


$13,000.00 
86.0377 % 


Mortgage 


$ 4,000.00 


$ 4,000.00 


$ 4,000.60 


Mortgage 


© ms 


2.109.66 


$ 2,109.66 


13.9623 % 








errr err er oer ree errs $ 3,122.32 $ 2,686.37 $ 435.95 
pee ee rT se 4,000.00 3,441.51 558.49 

SB OUI es o:ctanusts acca $ 7,122.32 $6127.88 $ 994.44 
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Distribution of Total Amount 
Realized on Operation and Sale: 
Total 
To Principal : 


Si 


1,453.12 
6,127.88 


Foreclosure expenses advanced §$ 
Share due on apportionment. . 


7,981.00 


tf? | 


Total due Principal...... 


To Income: 
Share due on apportionment 
and payable to life tenant... $ 


994.44 
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Cash 


tf} 


1,453.12 
2 686.37 


4,139.49 


thi 





(b) Where Mortgage Held Prior to April 13, 1940 and Salvage 


after that Date 


(Chapal-Otis Rules, as modified by Section 17-c (2), 


Personal Property Law, Applicable) 


\mount to be Apportioned 
Investment for Purpose of Apportionment 
\pportionment 


To be as set forth in I. (a) before. 


Distribution of Total Amount Realized 
on Operation and Sale: 
Total 
To Principal : 


$ 1,453.12 


Foreclosure expenses advanced... 


Cash 


$ 1,453.12 





Share due on apportionment..... 6,127.88 2,686.37 
Total due Principal..... $ 7,581,00 $ 4,139.49 
To Income: 
Share due on apportionment and 
payable to life tenant.......... $ 994.44 $ 435.95 
less, payments under 3% rule: 
First fiscal year..... $ — 
Second fiscal year... 390.00 
Third fiscal year to 
date of sale...... — 390.00 390.00 
Balance to life tenant............ $ 60444 $ 45.95 
Combined Total ....... $ 4,185.44 


$ 8,185.44 












Mortgage 


$ 558.49 


$ 4,000.00 


Completed 


Mortgage 


S 


3,441.51 
$ 3,441.51 
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il. [Where New Mortgage Investment Made After April 13, 1940 or Where 
Mortgage Held by Estate of Person Dying or by Trust Created After That 


Date 
(Section 17-c (1), Personal Property Law, Applicable) 
As to Principal 
The real property acquired on foreclosure becomes a prin- 
cipal asset in lieu of the mortgage and is set up at the 
ecDomis eisai: |b lio) iewrertamerane ram Or Orso rr rer tre ce Ort ¢ 
The expenses of foreclosure are added to the inventory value 


Making the carrying value of the real property........... 
On sale, the entire net proceeds are credited to Principal, 
Without ADOOCHONMIRM. «656 66454 Kes eeene ee eenae ean 
Resulting in a loss to be borne by Principal of........... 
Als to Incony 


life tenant becomes entitled to the entire net income from 
aperstion of the propetty:. <.5+<s0sko ies eeenee eee 


1945 


Lf 
bet CD 
a8 
— S&S 
ras 
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7,916.38 
$ 7,536.74 








Audit Procedure in Connection with the Verifica- 


tion of an Account of Proceedings of 


an Executor or Trustee 


By Harorp T. 


HE subject matter of my discus- 

sion is limited to the verification 
of a typical account of proceedings such 
as would be filed on behalf of an execu- 
tor or atrustee. It does not include 
treatment of the audit of accounts of 
receivers, guardians or other fiduciar- 
ies. The auditor may be called upon 
to make such a verification by a trust 
company, by a firm of lawyers who may 
have prepared the account, or in many 
instances, he may be called in by an in- 
terested party such as a legatee ora 
beneficiary of a trust. The purpose of 
such an examination is to substantiate 
the fact that the executor or trustee has 
accounted for all property received by 
him and with which he stood charged 
and for his activities in connection with 
the conservation and distribution of 
these assets. Also, to determine that he 
has properly charged himself with all 
the income collected or collectible and 
that disbursements made from both 
principal and income cash are properly 
and correctly stated in the account. 
Finally, to ascertain that assets remain- 
ing on hand are properly stated as to 
quantity and value and that the ac- 
count correctly shows any balance of 





Harotp T. Gates, C.P.A., has 
been a member of the Society since 
1927. He holds the degrees of B.A. 
from Ohio State University and 
and M.B.A. from New York Univer- 
sitv, School of Business Administra- 
tion. He has been a teacher of 
commercial subjects in Ohio and in 
Virginia. Mr. Gates is a partner of 
Bacas, Gates & Potter. He has been 
a member of the American Institute 
of Accountants since 1925. 
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any income undistributed at the date of 
rendering of the account. 

Before starting the actual verifica- 
tion of the account the will or deed of 
trust should be read very carefully and 
an analytical digest made. In the case 
of a will, particular attention should be 
paid to the listing of the names and 
relationship of legatees, distributees 
and beneficiaries of income under the 
will and the nature and amount of any 
legacies or bequests. In this manner a 
preliminary view will be obtained of the 
disposition of the assets prescribed by 
the testator. In the case of a deed of 
trust it may be that a list of the assets 
constituting the trust or at any rate 
the amount of the fund constituting the 
capital of the trust will be stated there- 
in. 

The next step recommended would 
be a preliminary examination of federal 
and state estate tax returns. Inquiry 
should be made at this time as to wheth- 
er final determination of the tax has 
been made. If so, quantities and values 
as stated in the state estate tax return 
will ordinarily form the basis of subse- 
quent verification of the opening inven- 
tory as stated in the account of proceed- 
ings. If final determination has not 
been made, or if the accounting under 
question is that of a trustee, the auditor 
should satisfy himself as to valuation 
of the assets through ordinary audit 
procedure. In using estate tax data it 
should be borne in mind that certain 
items will be included in the estate tax 
returns which may not be required to be 
listed in the account to the surrogate. 
For instance, real estate is included 
in arriving at the gross estate for estate 
tax purposes, whereas in filing an ac- 
count for an executor real estate will 
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not be included in the account unless 
and until sold and will then be listed at 
the amount of the proceeds of sale. 
Furthermore, in the federal estate tax 
return, gifts made by the deceased 
five years prior to the date of his death 
are listed and proof is required to be 
furnished that such gifts were not made 
in contemplation of death. ' 
Since the New York State estate tax 
procedure requires that the authorities 
be notified as to any change made upon 
examination of the federal return, the 
auditor may find that the federal return 
furnishes better substantiation as to 
quantities and valuations to be carried 
in the account of proceedings than does 
the state return and may indicate the 
possibility of adjustment and of pos- 
sible additional state tax assessments. 
Let us assume that an account of pro- 
ceedings has been prepared from rec- 
ords kept by the fiduciary and is sub- 
mitted for your verification. Audit pro- 
cedure may well follow the order in 
which the account of proceedings is 
summarized. In the case of an estate, 
comparison should be made between 
the assets as stated in the federal estate 
tax return and those disclosed by the 
opening inventory to see that both 
quantities and valuations are identical. 
In the case of accounting for a testa- 
mentary trust or a trust created inter- 
vivos, valuation would have to be made 
as of the date of the creation of the 
trust by ordinary audit methods. Ad- 
vice slips or statements from brokers 
and bankers and paid checks should ‘be 
examined in substantiation of assets ac- 
quired by purchase and substantiating 
documents should be reviewed in sup- 
port of any acquired through substitu- 
tion or exchange such as the accepting 
of a new issue of bond in place of bonds 
which may have matured. Broker’s 
advices or other substantiating docu- 
ments should be examined in verifica- 
tion of the proceeds of sale of stocks, 
bonds, or other personal property. In 
the form of accounts of proceedings 
used in New York County, sales and 
exchanges of assets are shown on three 
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separate schedules, one of which shows 
items sold on a profit causing an in- 
crease in corpus, another showing items 
sold, redeemed, or exchanged, which 
fesult in neither profit or loss and fi- 
nally a third schedule on which such 
items are listed whereas a result of the 
sale or exchange a loss is sustained 
causing a decrease in the corpus of the 
estate. Unless specific authority is 
given in a will or deed of trust granting 
the executor or trustee discretion in the 
matter of investments, securities held 
or acquired should meet the test of be- 
ing “legals” for savings banks as de- 
fined under Section 239 of the Banking 
Law. 
After the verification of the opening 
inventory and the examination of docu- 
ments supporting the changes therein 
has been completed, the auditor should 
trace the changes from the opening in- 
ventory both as to quantities and cost 
through the relative schedules of the 
account and arrive at quantities and 
values shown in the closing inventory. 
The ordinary account of proceedings 
will extend over a period of at least a 
year. In many instances, several years 
may be covered. In cases where a con- 
siderable number of items are involved, 
it may be well for the auditor to pre- 
pare a work sheet listing quantities, de- 
scription and valuation as stated in the 
opening inventory and in parallel col- 
umns show (1) any additions thereto 
by purchase or exchange, listing both 
quantities and cost and (2) similar de- 
tails as to assets sold, exchanged or 
otherwise disposed of. Thus, by the 
process of addition and subtraction, he 
should arrive at the inventory remain- 
ing on hand at the date of the account- 
ing. In the course of the preparation 
of such a work sheet the schedules in- 
volved should be analyzed as to their 
effect upon principal cash. In other 
words assets are ordinarily acquired 
through the disbursement of principal 
cash. Assets sold result in the receipt 
of principal cash for the entire proceeds 
of the sale. Where assets are exchanged 
they have no effect upon principal cash. 
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If the schedules of principal expenses 
and legacies be similarly analyzed, it 1s 
possible, starting with the balance of 
principal cash on hand at the date of 
death, to work through the accounting 

schedules and prove the balance of 
ciaieiiel cash on hand at the date of 
accounting. 

In order illustrate the procedure 
above outlined, [am submitting a set of 
schedules prepared from the transac- 
tions used by Mr. Brilofi* in his discus- 
sion of an accounting system and a set 
of working papers analyzing the effect 

f the respective schedules upon the 
opening inventory including principal 
‘ish and upon the income cash and the 
corpus of the estate. Explanatory notes 
as to the use and preparation of these 
schedules are submitted at the bottom 
of certain of the work sheets. 





Checks and supporting data should 
be examined to substantiate disburse- 
ment for funeral and administration 
expenses paid. = auditor should 
also see that any limitation placed upon 
funeral expenses in the wil have been 
rved. Particular consideration 
shoul re be given to the proprietry of the 
charges for administration expenses. 
Deies of the decedent paid by the ex- 
ecutor should be supported by  state- 
ments of the ne es Preferably, all 
claims should be “verified”, that is, 
should be accompanied by an affidavit 
of the creditor to the effect that the 
statement submitted constitutes a just 
and true claim against the decedent and 
that to the best of his knowledge and 
belief there is no counter or off-setting 


obse 


claim against the amount stated. Fed- 
eral and State income tax returns 
which have been prepared on_ behalf 


of the decedent or estate or trust, should 
be examined in order that the auditor 
may satisfy himself that there has not 
been an overpayment or that there is 
no possibility of additional assessment 
being received. However, if final de- 
termination of taxes has been 
made and agreements signed, the audi- 


these 


* See article by Mr. 


000) 


tor would be relieved of the necessity 
of further investigation. Paid checks 
should be examined with respect to 
cash legacies paid or advances made 
thereon. Such payments should also 
be compared by the auditor with the 
list of legacies prepared as a part of 
his digest of the will. Comparison 
should also be made with the schedule 
of legacies submitted in the account of 
proceedings. Investigation should be 
made to ascertain whether all specific 
legacies have been delivered or os 
any remain listed in the closing inven- 
tory available for delivery. 

Unless otherwise provided in a will, 
federal and state estate taxes are, by 
statute, chargeable, prorata against the 
legatees. It is the privilege of an ex- 
ecutor to ask for a prompt audit of all 
returns. The auditor should ascertain 
whether a final determination has been 
made and, if allocation has been made, 
he should verify the computation of 
such allocation. If final determination 
has not been made, the auditor should 
satisfy himself as to the correctness of 
the amount paid or to be reserved. If 
questions of valuation remain open the 
.uditor should make a reservation to 
that effect in his report. 
stated, realty would 
not appear in the account of an execu- 
tor except in the event of a sale. The 
proceeds of the sale of the realty would 
then be verified through examination of 
the contract of sale and verification of 
the receipt of cash and of a mortgage. 
if any. When realty has been placed in 
trust, deeds should be subjected to cus- 
tomary audit inspection to ascertain 
that the equitable title has actually been 
placed in the trustees. 


As previously 


income follows usual 
audit procedure. Particular attention 
should be given to the ascertainment 
that income has been properly appor- 
tioned from the date of death or acquisi- 
tion to the date of disposal or maturity 
of the estate from which the income is 
derived. In the case of interest from 


Verification of 


Abraham Briioff on page 582. 
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honds and mortgages the auditor 
should verify that income is received 
at the rate specified in the bond or in 
the mortgage. He should also, of 
course, verify any changes made 
through exchange of one issue of bonds 
for another or through change of rate 
in interest on mortgages. Interest ac- 
crued up to and including the date of 
death of a decedent is includable as 
principal of the estate. Interest earned 
subsequent to the date of death is 
income. 

Dividends received in the ordinary 
course of the administration of the 
estate, if received from stocks listed in 
a recognized exchange, may be verified 
in the customary manner through ex- 
amination of published dividend reports 
such as those furnished by Poor’s, 
Fitch’s and dividend records. If un- 
listed, it may be necessary to communi- 
cate directly with the company or its 
disbursing agent. 

There is some question at the present 
time as to proper treatment of divi- 
dends declared prior to the date of 
death of decedent but collected subse- 
quent thereto. The ruling of one surro- 
gate in New York State has been to the 
effect that owner of record at the date 
of declaration of the dividend is entitled 
to the dividend, while another surro- 
gate holds that the owner at the date 
of record should be deemed to be the 
owner of the stock. In any event divi- 
dends are not apportioned at the date 
of death but become as a whole either 
principal or income. This rule holds 
true with the exception of certain guar- 
anteed dividends. On the other hand 
interest accrued up to and including the 
date of death is deemed to be principal 
whereas that portion accrued subse- 
quent to the date of death is included 
in the income. Under Section 17A of 
the personal property law, stock divi- 
dends are deemed to belong to principal 
unless otherwise specified in the will 
or deed of trust. ° 

In case realty has been made the sub- 
ject of a trust, rentals may be verified 
through customary examination of rent 


1945 


rolls or statement from collecting 
agents. Rent due and payable up to 
and including the date of death of a 
decedent constitutes principal. Rent 
coming due and payable subsequent 
thereto should be included as income. 

Paid checks and other supporting 
documents should be examined in sub- 
stantiation of payments made for ad- 
ministration expenses claimed to be 
chargeable against income. Particular 
attention should be paid to the pro- 
priety of such charges. In other words, 
such expenditures should have been 
made in connection with the collection 
of your production of income. 

Income distributions made to benefi- 
ciaries should be verified through 
examination of paid checks and the 
auditor should ascertain that such dis- 
tributions have been made in accord- 
ance with the provisions of the will or 
of the deed of trust. 

Assets remaining on hand and in- 
come undistributed may be verified 
through usual audit procedure. Bank 
balances should be confirmed and 
reconciled with the balance of principal 
and income cash as shown in the ac- 
count. Other assets remaining on hand 
should be verified by physical inspec- 
tion or by confirmation with the 
custodian. 

Commissions payable to executors 
and trustees have been fixed in the 
State of New York under the Surro- 
gate’s Court Act. However, in filing 
an account of procedure, the surrogate 
is the final arbitrator as to the amount 
which will be allowed. However, as 
part of the account estimated is sub- 
mitted as to the amount of commissions 
due to the executors and trustees as to 
principal and income, the auditor 
should, to the best of his ability satisfy 
himself as to the correctness or other- 
wise of these estimates. Recent very 
important changes in the method of 
computation of commissions will be ex- 
plained in detail by our Chairman, Mr. 
Saxe. 

In conclusion, gentlemen, may I 
thank you for your attention and inter- 
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est in the material which I have pre- 
sented to you here this evening. I hope 
you have found that the major features 
of the audit of an account to the Surro- 


gate have been covered. If perchance 
some important points have been over- 
looked, I wil! indeed appreciate having 
them brought to my attention. 








SCHEDULE A—Inventory 


Feb. 1, 1945 


Face or Inventory 
No. of Shares Description Value 
Bonds: 
10M XYZ Bonds, 5 pet M&N1@110.......... $11,000.00 
Accrued int. on above Nov. 1 to Feb. 1...... 125.00 
Stocks: 
250 shares PE NC OI) sn) icc she Gos chars ais are oes 15,000.00 
100 shares ie SE A os heehee nc ye aebtees 5,000.00 
Notes : 
1/10/45 S. J. Thomas, non-interest bearing.......... 500.00 
ee ee, a ee 10,000.00 
$41,625.00 
SCHEDULE A-1—Increment 
Inventory 
Date Description Proceeds Value Increase 
1945 
Ie bruary 7 Sold ABC Stock @ 53.. $5,300.00 $5,000.00 $300.00 
SCHEDULE A-2—Income Collected 
1945 
February 9 Collected dividends February 2 on DEF 
stock. at LOU per share ..si. sei asces $250.00 
February 16 Collected interest on 1OM XYZ Bonds 
PODrUary 1 CO GRC .o.ca sc cckscvens 20.83 $270.83 


Date 
1945 
February 


Date 
1945 
February 
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SCHEDULE A-3—Assets Collected at Par 


Amount 
Description Collected 
8 et I sev cedetawisiutenar eee $500.00 
SCHEDULE B—Decreases 
Proceeds 
Description of sale Inventory Decrease 
16 Sold 1OM XYZ 5% Bonds $10,800.00 $11,000.00 $200.00 


Accrued Interest thereon 
Nov. 1, 1944 to Feb. 1, 
1945 














125.00 125.00 — 
$10,925.00 $11,125.00 $200.00 
November 
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SCHEDULE G—New Investments 


Date Description 


1945 


February 28 Purchased 5M USA Treasury 24%4% Bonds... 


’ ie 


SCHEDULE C-2—Expenses Charged to Income 





Amount 


$5,050.00 











Date Description Amount 
1945 
February 28 Accrued Interest paid on 5M U.S.A. Treasury 
22% Bonds through February 28.......... $10.00 
SCHEDULE E—Payments to Creditors 
Date Name of Individual Nature of Claim Amount 
1945 
Feb.10 Dr. Sidney Strong Professional services during last 
HIMESS- sw. soi ad alow ae ce renee $100.00 
Feb.11 Lord & Taylor Purchases by deceased......... 55.00 
Feb. 18 Coll. of Int. Rev. Final payment 1944 income tax 
OF GRCOEION 6 cccdewerarsuees 380.00 
Feb.22 N.Y.Telephone Co. Telephone bill month of January 14.50 
$549.50 
SCHEDULE C—Funeral—Administration Expenses 
Date Payee Description Amount 
1945 
Feb.14 Surrogate’s Clerk Copies of letters testamentary... $ 3.00 
Feb.15 Campbell Funeral 
Parlor Faneral Services. ...0.0si0cceeds 625.00 
$628.00 
SCHEDULE F—Payments to Legatees 
Date Name of Legatee Description Amount 
1945 
Feb.24 Tribune Fresh Air 
Fund COM. oicscicavickisteaeeee $1,000.00 
i945 603 





$19,497.50 
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SCHEDULE H—Inventory as to Principal 


Par Value 


Cost or 
Description Inventory Value 
5M USA Treasury 214% Bonds....... $ 5,050.00 
250 shares OTE StOCk ek os sien cess neces 15,000.00 
Ce INE idictascas webs eabae es 19,497.50 


$39,547.50 


SCHEDULE H-1—Undistributed Income Balance 


Description Value 


income Casn On and .:s2)<seGsc5ae $260.83 


1945 
Amount 


$250.00 


Explanation : 
This may be a 7 column work sheet and should be stapled to the 
“Analysis of Changes in Assets” at 


INCOME COLLECTED 


1946 Total Income 
Date Amount Collected 


$250.00 


he point indicated and postings 


t 
of income collected made opposite the description of the asset from 


which received. 





1 


After postings are completed the income may be 


I 


totaled and verified against the time during which the asset had 
been held. 


November 











ced 





4i” RR 











'$ 


OS*Z6r'6L 


00°0S0'02$ 


00°000°ST 


"sys 0SZ 


oo0soSs $ WS 


0O- 


-0- 


anjeA 
Aioyuaauy 
1/z 40 Jo saieys 
3s09 jO ‘ON 
yunoddy sed A1ojuaAuT 


anjeA 
ied 


aseai99q 


OU'Sc9'OL$ 


00°00S 


00°00r$ 


00° 00C$ 


aseaiduy anjeA 


anjea 1eq 
A1oyusaAu] 


Jo saieyg 


jO pasodsiq sjassy 


oo'oso’s $ 


ayeq 309 anyea sed 


Jo saieyg 


peinboy sjessy 


SAIMOLNAANI ONISOTIO AO AOOAd ANV SLASSV NT 


(e194, uoljpeUOjUT oWOSUT dij) 





00ST LES 


00°000°0T 
OO'SZ9O'TE$ “**YSed ueLYy J9Y}O S[LjJOL 


00°00S FaaN IBA. 
powqd—Suniveq ysoiazul 
-uou svwoyy “ff “S JO X}0N 


Y”) 4IO}S OaV 
09 ® xpos AAC 


jsotozul panasov 
BWAT Aansvaiyp 


spuoqg 

‘v's 
: pazinboy 
zi qd OT 
uoddstoY4y 4Sa103UI 


“*"OIL ® 
-Aed “jul 


“AON 
[enssoy 
N ¥ W 21q¥ 
spuoq %¢$ ZAX 


O'IT$ 


Sv6l ‘I “Gea 
anjeA 
A1ioyuaauy] 


uondiosaq 


SNONVHO dO SISA’IVNV 


St/T/e sourleg 
ryseg jednung 


00°00S$ 
:syassy J3ayIO 


sys 


Wol 
:spuog 
anjeA 3ed 
10 saieys 
jo "ON 











The N 




























Sch. 


Decrease | 
seh; C. 


F&A Exp. 
Claims sen. i. 
Legacy Sch. F. 
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Explanation: 
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PRINCIPAL CASH 


Dr. 
$10,000.00 
5,300.00 
500.00 
10,925.00 


$26,725.00 


$19,497.50 


Sch. E 
och. C 
Sch. F 
Sch. G 


INCOME CASH 


Dr. 
$ 270.83 








$ 270.83 


$ 260.83 


oS) | a Oa 
Balance 


CORPUS 


Dr. 
$ 200.00 
628.00 
549.50 
1,000.00 
39,547.50 
$41,925.00 


Balance 


The above analyses are obtained through analysis of the respective 
schedules as to their effect on principal cash, income cash and the 
corpus or principal of the estate. 


Ce. 
$ 549.50 
628.00 
1,000.00 : 
5,050.00 ' 
19,497.50 
$26,725.00 





Cr. 
$ 10.00 
260.83 
$ 270.83 


Cr. 
$41,625.00 
300.00 





— 


$41,925.00 


$39,547.50 


REN eS ARIE 


LITT AT ocNeNN RRL Teer, ante 
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Trustees’ Commissions Under 





the New York Law 


3y EMANUEL SAXE, C.P.A. 


The Applicable Statutes 
Hi New York law regulating 
trustees’ commissions was com- 
pletely revolutionized by the enactment 
of Chapters 694 and 695 of the Laws of 
1943 (effective September 1, 1943), 
despite the vigorous opposition of the 
New York Surrogates’ Association and 
various Bar associations. A vear of 
experience under the new law, with its 
entirely new approach to the problems 
of the compensation of trustees, re- 
sulted in the passage of needed amenda- 
tory legislation (Chapters 138, 139 and 
141 of the laws of 1944, effective March 
13, 1944) to cure certain previously 
noted shortcomings and defects. Even 
so, the present law is far from perfect. 
Testamentary Trustees 
The present section 285-a of the 
Surrogate’s Court Act, as thus 
amended, prescribes the manner of 





EMANUEL SAXE, C.P.A., is Chair- 
man of the Society’s committee on 
Fiduciary Accounting and is a mem- 
ber of the Committee on Education. 
He is on the faculty of the School 
of Business Administration of 
C.C.N.Y. Mr. Saxe holds a B.S. 
degree from C.C.N.Y. and the de- 
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computing the commissions of testa- 
mentary trustees, including executors 
acting as trustees, and executors acting 
as fiduciaries for the benefit of a life 
tenant. 


Trustees of an Expressed Trust 

Section 1548 of the Civil Practice 
Act, as thus amended, deals with the 
commissions due the trustee of an ex- 
pressed inter vivos trust. 


The New Annual Commissions 
Income Commissions 
A trustee is now authorized by iaw 
(S.C.A., sec. 285-a, subd. 1-A*) to 
retain the following income commis- 
sions, annually : 
6% on the first $2,000 of income 
collected in each year: 
39% on the next $10,000 of income 
collected in each year; and 
2% on the balance of income col- 
lected in each year. 


In the determination of income com- 
missions, the Swartz-Schinasi rule 
(Matter of Schinasi, 277 N. Y. 252— 
1938) authorizing the computation of 
income commissions on the basis of 
gross rents, has been continued. 

Failure on the part of a trustee to 
retain commissions at the time he be- 
came entitled thereto does not operate 
as a waiver of any such commissions, 
provided that income for that particu- 
lar year remains undistributed and 
available for the purpose. (S.C.A., 
Sec. 285-a, subd. 1-C; Estate of Benj. 
Garfunkel, N.Y.L.J., April 27, 1944, 
opinion by Foley, S.) 

Principal Commissions 
The law with respect to principal 


* All “subdivision” references herein made are to Section 285-a of the Surrogates 





Court Act. Parallel references will be found in section 1548 of the Civil Practice Act. 
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commissions has been completely 
Whereas the old law made 


the 


changed. 
the amount of 
sions dependent upon the amount of 
principal actually administered (i.e., 
received and paid or delivered) and 
conditioned the right thereto upon the 
rendition and settlement of his account, 
the new act (S.C.A., Sec. 285-a, subd. 
1-8) fixes the trustee’s regular annual 
principal 110% of the 
income commissions for each year. As 
a result of this change, the large body 
of case law developed under the old 
law has been completely suspended and 
rendered obsolete. 


trustee’s commis- 


commissions at 


\ limitation upon this general rule of 
computation appears in subdivision 6 of 
the same section, which provides that 
“the net amount of rents collected and 
not the gross amount shall be used” in 
computing principal commissions. 
Viewed in the light of the history of 
the Swartz-Schinasi rule (supra) the 
term “net....rents collected” here 
specified is undoubtedly synonymous 
with ‘net rents” as defined by Surro- 
gate Delehanty in Matter of Schinast 
(161 Misc. 636, 643—1936; aff’d., 252 
A.D. 82, 83-84—1937). It thus be- 
comes necessary under the language of 
the statute to make a_ preliminary, 
separate (theoretical) computation of 
principal commissions based on_ net 
rentals, in order to comply with this 
limitation. 

Where principal receiving commis- 
sions (and, in a proper case, paying 
comunissions on partial distributions of 
principal) have already been received 
by a trustee under the old law (whether 
before or after September 1, 1943) no 
further annual principal commissions 
may be taken by him under the new law 
until the amount theretofore received 
has been fully absorbed by the annual 
allowance for commissions under the 
new method of computation, based on 
income received on and after Septem- 
ber 1, 1943. A computation fully illus- 
trative of this point is presented in 
Matter of Hurlbut (180 Misc. 681, 
1943). 
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It should also be noted that, although 
principal paying commissions on realty 
devised in trust were denied to trustees 
under the old law (Matter of Miller, 
257 N. Y. 349,—1931 ; Matter of Jones, 
136 Mise. 122,—1930), and the new 
act has been construed as not modify- 
ing this rule (Matter of McGinnis, 181 
Mise. 207,—1943) nevertheless, a 
trustee will, under the new law, receive 
annual principal commissions, equiva- 
lent to 110% of the net income from 
rents of real property. 


Annual Rest Required 

As a condition precedent to the re- 
tention of both the annual principal and 
income commissions, the 1944 amend- 
ment (S.C.A., sec. 285-a, subd. 1-C) 
requires the rendition of a statement 
showing the income collected and the 
computation of all commissions re- 
tained. This statement must be fur- 
nished to all income beneficiaries and 
to such remaindermen as shall have re- 
quested it. It must also be made avail- 
able, upon request, to all other remain- 
dermen who shall not have theretofore 
requested and received it. 


No Retroactivity in Computation of 
Annual Commissions 


The new law will not be retroactively 
applied. Neither the annual income 
commissions nor the annual principal 
commissions may be based on income 
earned prior to September 1, 1943. 
(Matter of Hurlbut, supra; Matter of 
Pessano, 181 Misc. 295,—1944 ; Estate 
of Jennie W. Cushing, N.Y.L.J., April 
6, 1944, page 1344, opinion by Foley, 
S.; Estate of Benj. Garfunkel, supra). 


Testamentary Trustee’s Former 
Receiving Commission Preserved 
Until March 31, 1946 


As pointed out in the paragraph im- 
‘nediatley preceding, the clear legisla- 
tive intent was to apply the new rates 
of principal commissions prospectively, 
only, and beginning September 1, 1943. 

However, to recify a patent injustice, 
trustees of testamentary trusts which 
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were established before September 1, 
1943, who have not received the prin- 
cipal! receiving commission under the 
old law are now permitted to account, 
apply for and receive such receiving 
commission, provided that the decree 
awarding it is dated on or before March 
31, 1946. (S.C.A., 285-a, subd. 2, as 
amended by Laws of 1944, Ch. 138). 

ft should be noted that there is no 
parallel provision in section 1548 of the 
Civil Practice Act, dealing with the 
compensation of trustees of inter vivos 
trusts. 

The subsequent retention of annual 
principal commissions under the new 
law is limited in the same manner as if 
such receiving commissions under the 
old law had actually been withdrawn 
prior to September 1, 1943. 
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Multiple Commissions 


If there be more than one fiduciary, 
the new law provides that “if the gross 
value of the principal of the trust 
amounts to one hundred thousand 
dollars or more at the time of the re- 
ceipt thereof by the trustee or the last 
judicial settlement of the trustee’s ac- 
count’ each shall be entitled to one full 
commission, “unless there shall be 
more than three, in which case the com- 
pensation to which three would be en- 
titled shall be apportioned among them 
according to the services rendered by 
them respectively.” (S.C.A., Sec. 285- 
a, subd. 5; Matter of Pessano, supra). 

This language has been judicially 
construed to mean that the one hundred 
thousand dollar test will be applied to 
the amount with which the trustee is 
chargeable; i.e., if an initial accounting, 
the amount at the time of receipt; if a 
subsequent accounting, the value at the 
conclusion of the prior accounting 
period. (Matter of Ryley, 180 Misc. 
696 at page 698,—1943; see, also, 
Matter of Lewin (Sarivan), N.Y.Cty., 
Sup. Ct., Sp. Term, Part 1, N.Y.L.J., 
October 7, 1944, opinion by Peck, J., 
involving the commissions due the com- 
mittee of an incompetent, for an analo- 
gous case). 
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However, Surrogate Foley in an arti- 
cle entitled “Inheritance Law Changes 
(Part III)” appearing in the New 
York Law Journal on July 7, 1944, 
said, “The proper test for multiple 
commissions should be the value of the 
assets at the time of the withdrawal of 
commissions rather than its value at 
some other date.” 


Minimum (Distribution) 
Commissions 


Full Rates 
‘he following .minimum rates of 
principal commissions are prescribed 
in subdivision 3 of section 285-a, for 
testamentary trustees acting at a time 
of distribution of principal: 
5% on the first $2,000 of principal 
distributed ; 
214% on the net $20,000 of princi- 
pal distributed; and 
2% on the balance of principal dis- 
tributed. 


In making any computation under 
this paragraph, the value of any real or 
personal property shall be considered 
as money. 


Half Rates 


If such distribution be made within 
five years from the date of the trustee's 
qualification, the rates of minimum 
principal commissions are reduced by 
one-half (Estate of Rose L. Gazan, 
N.Y.L.J., Nov. 13, 1943, page 1320, 
opinion by Foley, S.). 

The five year period is measured 
from the date of the qualification of 
the trustee, i.e., the date of issuance of 
his letters, to the date of actual dis- 
tribution of the fund. ‘(Matter of Reck- 
ford, 181 Misc. 211,—1944). 


Prior distributions to be taken into 
account 
If any previous distributions of prin- 
cipal have been made, they are also to 
be taken into account in this computa- 
tion. (S.C.A., sec. 285-a, subd. 3). 
Any and all previous principal com- 
mission allowances,—such as principal 
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receiving and paying commissions 
withdrawn under the old act, principal 
receiving commissions allowed under 
subdivision 2 of the new act, and the 
annual principal under 
subdivision 1-B of the new act must be 
deducted from tl 


commissions 


the minimum allowance 
permitted in subdivision 3. 

A previously renounced receiving 
commission is treated as if it had been 
actually allowed and paid for purposes 
of computing the minimum distribution 
commissions. (Matter of Henry 
Evans, N.Y.L.J., June 12, 1945, page 
2254, opinion by Foley, S.; Matter of 
Erickson, 184+ M. 830, 1945). 

It may be noted parenthetically that 
a principal receiving commission 
has previously been received, a possi- 
ble effect of the minimum commission 
rule may be to pay a sum which is 
greater than one-half of the commission 
at the minimum rates, if the receiving 
commission theretofore received was 
computed under an old law where the 
rates were lower. (Matter of Stone, 


181 M. 340,—1944). 


where 


Final Distribution Contemplated 

The leading cases which are inter- 
pretive of this subdivision unite in the 
acceptance of the principle that the very 
concept of minimum commissions indi- 
cates that it is not subject to fixation 
until the complete administration of the 
trust. (Matter of Edwards, 183 Misc. 
1014,—1944; Matter of Ladew, 183 
Misc. 1020,—-1944). 

The exercise of a power to appoint 
the remainderman of a trust by a testa- 
mentary direction in the wil! of the life 
beneficiary (who was the donee of the 
power) to the effect that the principal 
be held in further trust by the same 
trustee and another, results in two ac- 
tually different trusts under two dis- 
tinct instruments of trust. Unless 
otherwise specified by the parties, the 
trustee under the donor’s will will be 
deemed to have made a final distribu- 
tion within the purview of the forego- 
ing rule. (JJatter of Culver, N. Y. 
Court of Appeals——N. Y.—, June 7, 
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1945; contra: Matter of Ladew, 
- ] 
and 


supra, 
Matter of Alexander Deutsch, 
N.Y.L.J., June 3, 1944, page 2142, 
sucr. Ct., N.Y. Cay.) 


Fractional interim distributions at a 
specified age and payments for ad- 
ministration expenses are not subject 
to minimum commissions. (Matter of 
Edwards, supra; also, Estate of Salva- 
dor Rodriguez, and Estate of Ida K. 
Simonton, N.Y.L.J., August 17, 1944, 
decided by Mr. Surrogate Foley, 
simultaneously with and on the au- 
thority of Matter of Edwards, supra. 
But see Matter of Boettger, 184 M. 
102-1945, wherein commissions were 
allowed in a situation resembling an 
interim distribution upon a special state 
of facts.). 

However, some earlier cases appear 
to have permitted minimum principal 
commissions on fractional parts which 
have become distributable under the 
will. (Matter of Kelly, N.Y.L.J., Jan. 
6, 1944, page 65, Westch. Cty.; Matter 
of Edward L. Miller, N.Y.L.J., Jan. 4, 
1944, N.Y. Cty., opinion by Foley, S.). 

Further evidence of the impossibility 
of construing the present form of the 
statute so as to permit payment of mini- 
mum commissions upon partial dis- 
tributions of principal was also dis- 
cerned by Surrogate Foley in the at- 
tempt, during the 1944 legislative ses- 
sion, to amend this subdivision (3) “by 
providing for the payment of minimum 
principal commissions to a trustee act- 
ing at a time of distribution, ‘whether 
such distribution be partial or com- 
plete’. The trustee was to be paid at 
the specified rates on the amounts of 
principal ‘at any time by him distri- 
buted’”’. (Matter of Edwards, supra). 
The bill (Assembly Int. No. 571, Print 
No. 2362) was vetoed by Governor 
Dewey. Said the Surrogate in connec- 
tion with this bill, “In order to read 
the statute as applicable to partial dis- 
tributions, it was necessary not only to 
insert additional express language; it 
became necessary to completely revise 
it and to eliminate matter contradictory 
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of such an interpretation” (Matter of 
Edwards, supra). 


Realty Held in Trust Excluded from 

the Base 

In applying the minimum commis- 
sion rule the principal distributed by 
the fiduciary comprises the base for the 
computation. Since realty held in trust 
vests in the remainderman by operation 
of law, the trustee does not distribute 
it. (Matter of Miller, supra; Matter 
of Jones, supra). Therefore, though 
formerly subject to receiving commis- 
sion under the old law, it is not now 
included in the base for minimum com- 
missions. (.Matter of M[cGinns, supra). 
A bill to abrogate the effect of this rule, 
introduced in the 1944 Legislature 
(Assembly Int. No. 571, Print No. 
2362) was vetoed by the Governor. 

The language of subdivision 3 to the 
effect that real property shall be con- 
sidered as money in making computa- 
tion under this paragraph “may have 
been intended to cover those few in- 
stances in which by reason of exercise 
of a power of sale or by reason of con- 
demnation of realty or by reason of the 
special terms of a will the trustee has 
basis for claiming that he distributed 
the realty.” (Matter of McGinnis, 


supra). 


Maximum Commissions 
The 1944 amendment substituted a 


new subdivision 9 in section 285-a of 
the Surrogate’s Court Act, and thus 
cured a serious defect in the original 
act, namely, the failure to place a ceil- 
ing upon the total amount of principal 


commissions received both before and. 


atter September 1, 1943, in cases where 
the life of the trust is of long duration. 
Rates 

By its terms, the total principal com- 
missions of a sole trustee, received by 
him both before and after September 1, 
1943, shall not exceed 6% of the prin- 
cipal of the trust received by such 
trustee (that is, the principal received 
upon his qualification, plus any princi- 
pal subsequently added, but not includ- 
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ing any increase—whether realized or 
unrealized—in the value of the assets 
comprising the trust), valued at the 
time of the receipt thereof. (Estate of 
Wm. H. Walker, N.Y.L.J., April 13, 
1945, opinion by Foley, S.). 

In the event that at any time there 
are, or have been, two trustees acting 
together as co-trustees of a trust, the 
principal commissions of any such 
trustee shall not exceed 5% of the prin- 
cipal of the trust received by such 
trustee, valued at the time of the receipt 
thereof. 

‘or three or more trustees, the limit 
of the principal commissions of each is 
fixed at 4% of the principal of the 
trust, etc. 

Although the limitations (with re- 
spect to multiple commissions) con- 
tained in subdivision 5 of the section 
are directed to be applied independently 
of, and without regard to, the provi- 
sions of this subdivision, no trustee 
may receive principal commissions in 
excess of the limit prescribed by this 
section. 


Incomplete Administrations 


Death of Fiduciary 

In the event of the death of a trustee, 
commissions are allowable to his estate 
for services rendered by him in his 
fiduciary capacity during his lifetime, 
in the exercise of the discretion of the 
surrogate and not as a matter of statu- 
tory right (Matter of Barker, 230 N.Y. 
364,—1921 : Matter of Bushe, 227 N.Y. 
85,—1919). 

Although in these cases the court is 
not bound by the provisions of S.C.A. 
section 285-a (Matter of McGinnis, 
supra), the surrogates have adopted the 
policy of compensating the estates of 
deceased trustees under a _ method 
adapted from the minimum commission 
rule. They have allowed a receiving 
commission upon all assets received 
and a paying commission upon all dis- 
tributions actually made, each com- 
puted at one-half the rates specified in 
S.C.A., section 285-a, subd. 3 (Matter 
of Reckford, supra; Matter of Ed- 
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wards, supra; Matter of McGinnis, 
supra; Matter of Henry C. Opitz, 
N.¥.L.J., June. Zi, sem opinion by 
Foley, S.; Matter of McMurtry, N.Y. 
cae, Dec. 30, 1944: Matter of Hast- 
ings, N.Y.L.J., Oct. 25, 1944, per Foley 
S.; Matter of Fry (Hale Trust), Mat- 
ter of Fry (Fry Trust), and Matter of 


Rodriguez, all N.Y.L.J., Aug. 17, 1944, 
all per Foley, S.; Estate of Gustavus 
Sidenberg, N.Y.L.J., Mar. 3, 1944, 


page 848, per Foley, S.). 

When the trustee before his death 
has already received a receiving com- 
mission at the rates prescribed in the 
former act, the in the exercise of 
its discretion will now grant an addi- 
tional commission to the trustee’s es- 
tate ictual distributions made by 
him at one-half the rates specified for 
min imum commissions (Matter of 
Han , 181 M. 292,—1943). . 


court, 


upon 


Resignation of Fiduciary 





In the event of the resignation of a 
trustee, and of the continuation of the 
trust administration by a_ successor 
trustee the resigning trustee will be 
deni a any commissions for paying 
over rahe trust corpus to the continuing 
trustee, although he may claim a re- 
eiving commission under the 1944 
amendment. (/istate of Jennie L. 
Rosenzweig, N.Y.L.J.. Aug. 4, 1945, 


7, opinion by | elehanty, S.). 


page 22 
Successive Life Estates 

No commissions will be paid a trustee 
for turning » himself — part 
of the trust fund hich is to be held 
in further trust, after the death of a 
primary life tenant. 


over t 


(Matter of Reck- 


ford, supra, and authoriti ies therein 
cited; Estate of Cornelia D. Earle, 
N.Y.L.J., Feb. 3, 1944, opinion by 


Foley, Sy B 
Perpetual Charitable Trusts 
The present law provides that a 
trustee of a perpetual charitable trust 
shall receive his regular annual com- 
missions on principal and income until 
the termination of all preceding life in- 
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shall be 
entitled to income commissions at the 


terests therein. Thereafter, he ; 
rate of 5% of income collected, and to 
no principal commissions (S.C.A., sec. 
285-a, subd. 4). 

Where there is no preceding life es- 
tate and the trust is a charitable trust 
in perpetuity, the only commissions 
allowable are the 5% income commis- 
sions (Matter of Belknap, 50 N.Y.S. 
(2d) 228,—1944; Matter of Evans, 
N.Y.L.J., June 12, 1945, opinion by 
Foley, S.).. Nor may any receiving 
commissions under sec. 285-a, subd. 2, 
as amended, be allowed the trustee of 
such a trust (Matter of Belknap, 
supra). 

Miscellaneous Provisions 
Real Estate Management Fee 

The 5% fee for collecting the rents 
of and managing real property is con- 
tinued (S.C.A., sec. 285-a, subd. 6). 
Only one such allowance is permitted 
regardless of the number of trustees 
serving, and any management fee paid 


by a trustee to an agent must come out 
yf this allowance. (Matter of Althouse, 
122 Misc. 270,-1924 : Matter of 
Byrnes, 159 Misc. 302,—1936). 


Renunciation of Specific 
Compensation 
Sub 


livision 7 states that where tl 
will provides a specific compensation to 
a testamentary trustee, he shall not be 
entitled to any other allowance for his 
ervices unless the specific compensa- 
tion be renounced by him by a written 
instrument filed with the surrogate 
within four months from the date of 
filing his oath of office. 


e 


Reimbursement of Trustee’s 

Expenses 

Subdivision 8 continues the provi- 
sion previously contained in the pre- 
amble of former section 285, by which 
a trustee is allowed his just, reason- 
able and necessary expenses actually 
paid by him and such compensation for 
legal services in connection with his 
official duties as the surrogate deems 
just and reasonable. 
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Partnership or Corporation? 
Tax and Other Considerations 


By Avucustus Morris 


This is the text of an address before a meeting of the Committee on Post-Admission 
Legal Education of the Association of the Bar of the City of New York on November 16, 1945. 


ET me start by saving that it can- 

not be said categorically that the 
corporate, partnership or sole proprie- 
torship form of doing business is the 
best form. Final decision with respect 
to a particular individual must depend 
from a.legal aspect upon his special 
needs, and from a tax viewpoint partly 
on estimates of future income and the 
necessity for distributing that income, 
partly on prognostications of congres- 
sional and judicial tax action, partly on 
guesses as to future economic condi- 
tions. 

However, generally speaking, there 
have been certain rather clear trends 
in the selection of a business form. One 
of the prime factors which has influ- 
enced this choice has been the compara- 
tive tax burdens of each form. During 
the pre-war period with tax rates at a 
relatively low level, the corporate form 
was generally used. Even if there was 
a slight tax disadvantage, it was out- 
weighed by other advantages which the 
corporate form offers businessmen. 
However, the advent of the heavy ex- 
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Editor of their Taxation Report and 
Associate Editor of their Federal 
Tax Coordinator. He is the author 
of “Partnership or Corporation 
Analysis”, “Excess Profits Tax Re- 
lief’ and others. 
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cess profits tax resulted in a breakup of 
smaller corporations and a resort to the 
partnership or individual proprietorship 
form in an effort to avoid this war tax. 
The repeal of the excess profits tax will 
probably inaugurate a rush back to the 
corporate business form. In addition, 
there are several tax proposals pre- 
sented to Congress favorable to the cor- 
poration which have a strong chance of 
enactment. These would permit cor- 
porations a tax credit for dividends paid 
and allow smaller corporations to re- 
port as though they were unincorpo- 
rated entities. It may be of interest to 
know that some of the new questions on 
1945 Form 1120 were added to obtain 
some additional information on the ad- 
visability of allowing corporations to 
report as partnerships. 

3ut the choice of a business form can- 
not be made on the basis of any general 
trend. It must rest solely on the spe- 
cial (and often peculiar) facts of the 
particular business. It may be advis- 
able for an individual business to go 
counter to any general trend. 

Obviously, the advantages and dis- 
advantages of a partnership or a cor- 
poration can be of interest only to those 
businesses which have a freedom of 
choice available to them. Larger busi- 
nesses which must resort to the open 
market for funds have no choice but to 
use the corporate form regardless of its 
relative advantage or disadvantage over 
other forms of business enterprise. 
However, for the majority of American 
businesses, at least in numbers, it is 
usually possible to adopt any available 
business form. 
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Legal Aspects 
I certainly have no intention of ex- 
plaining the legal aspects to this dis- 
tinguished group of members of the 
bar. However, I would like to review 
some of the legal aspects in the light of 
their practical application. 


Limited Liability 

The greatest advantage a corpora- 
tion possesses is its limited liability fea- 
ture—the ability of a corporation to 
shield the stockholder from any losses 
other than his capital contributions to 
the corporation. In many cases this 
can be the determining factor in the se- 
lection of the business form. However, 
it is well to bear in mind that in cer- 
tain circumstances this limited lability 
feature may not be in practice as im- 
portant as it is generally thought to be. 
Most of the unforeseeable disasters 
which may lead to bankruptey, such as 
fire, theft, collision, hurricane, etc., may 
be protected against by the use of insur- 
In addition, particularly in the 
case of the small business, the owners 
inay very often have their own entire 
personal fortunes invested in the cor- 
poration as capital—sudden failure 
would deprive them of all their assets 
regardless of the “legal protection”. 
Thirdly, banks and other creditors may 
often require the personal endorsement 
of stockholders of closed corporations. 

Limited liability, moreover, is not 
always restricted to corporations. <A 
limited partnership can often yield the 
same benefits, at least as far as the 
limited partners are concerned. 


Length of Life 


A close second to limited liability as 
the greatest advantage of the corpora- 
tion is its continuous existence. Re- 
gardless of changes in ownership, the 
corporation can carry on as a separate 
legal entity until the life period stated in 
its charter runs out. This period may 
range from a specified number of years 
to perpetuity, depending on the law of 
the state in which the corporation is 
formed. 
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In contrast, the life of a partnership 
is subject to many hazards, any one of 
which may effectively put an end to its 
business existence. 


Transferring Interests 


Another marked legal distinction be- 
tween a corporation and other forms of 
doing business is the flexibility of own- 
ership possible without any change in 
management. In other words, the pos- 
sibility of buying and selling shares of 
stock permits a ready transfer of own- 
ership which is not available in the 
partnership form of business. How- 
ever, here again the smaller the corpo- 
ration, the more nearly management 
and ownership tend to merge, so that 
for a corporation which is in ettect a 
two-man partnership, there would be 
in practice no more ease of changing 
ownership than if they had operated 
as a partnership. 

This ease of transferring fractional 
interests makes the corporate form ad- 
mirably suited for making gifts to mem- 
bers of the family as a means of reduc- 
ing future estate taxes. 


Sharing Profits 

Partnership profits may be distrib- 
uted in accordance with the ratio set 
in the partnership agreement. It 1s 
not necessary that this proportionate 
distribution bear any relation to the 
amounts of capital distributed by either 
partner. The ratios may be purely ar- 
bitrary. Corporate profits, on the other 
hand, must be distributed strictly in ac- 
cordance with the stockholder’s pro- 
portionate ownership of the particular 
kind of stock in which dividend is de- 
clared. 


Formalities Required 

As a practical matter, there is very 
little difference in the formalities re- 
quired to start either an individual pro- 
prietorship, a partnership, or a corpora- 
tion. While, technically, articles of a 
corporation must be drawn up for a 
corporation, these, as we all recognize, 
are routine formalities which will rarely 
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affect a choice of business form, Furth- 
ermore, the amount of financial reports 
and tax returns which must be filed by 
a corporation, partnership or individual 
proprietorship is again quite similar. 
While a corporation must file a fran- 
chise tax return, a partnership or indi- 
vidual has to file an unincorporated 
business tax return. Thus, the formali- 
ties and returns required are seldom 
factors in deciding the type of business 
enterprise to select. 


Summary 

As far as the legal consequences are 
concerned, the general answer for most 
businessmen would probably be the cor- 
porate form. However, it is chiefly 
(again speaking in general terms) the 
tax consequenses which may make it 
too expensive to use the corporate form. 


Tax Aspects 

All of the differences which crop up 
in a comparison between the taxes to 
be paid by the two forms of doing busi- 
ness stem from two fundamental differ- 
ences in their tax treatment: 

First, corporations are not taxed at 
the same rates as an individual. A cor- 
poration is subject to a normal tax and 
surtax ranging from 21% to 38% (ref- 
erences being made to 1946 rates). On 
the other hand, an individual is subject 
to a normal tax and surtax ranging 
from a low of 19% toa high of 86.45%, 
with an overall maximum of 851%4%. 

Second, a partnership is considered 
to be inseparable from its partners. If 
a partnership has a profit, the partners 
are treated as having earned their pra- 
portionate share of that profit. If the 
partnership loses money, the partners 
are likewise considered to have sus- 
tained their share of the loss. A cor- 
poration, on the other hand, is a person 
completely separate from its stockhold- 
ers. Even though the stockholder is 
the complete owner of the corporation, 
he is not immediately affected by corpo- 
rate profits or losses. If the corpora- 
tion has a profit, the stockholder does 
not have to include any portion of the 
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profit in his personal tax return. It is 
only when the corporation pays out 
some of its profits that the stockholders 
are affected taxwise. 

The double taxation of corporate in- 
come, the differences in treatment of 
partners and working stockholders for 
payroll tax purposes, the taxation of 
corporate tax-exempt income, etc., are 
direct outgrowths of this second funda- 
mental difference. 


Comparison of Individual and Cor- 
porate Rates 


Without the double tax invoived 
when a corporation distributes divi- 
dends, the corporate income tax is low- 
er than the income tax imposed on an 
individual earning the same income 
(except for income of less than $4,000). 
For example, under the 1946 rates, as 
provided in the Revenue Act just en- 
acted : 


Normal 
Tax and 
Surtax Net Tax as Tax as Savings as 
Income Individual Corporation Corporation 
$ 20,000 $ 6,897 $4,500 §$ 2,397 
50,000 25,479 19,000 6,479 
100,000 63,954 38,000 25,954 
200,000 148,979 76,000 72,979 


There may be even a further saving 
for a corporation. The corporate profit 
is calculated after deducting the salaries 
of the stockholder-employees. This 
profit would, as a partnership, be 
thrown into the higher income tax 
brackets of the partners. 


Corporate Income Subject to 
Double Tax 


Comparison of the tax burden on 
corporate and noncorporate business 
has little meaning without a considera- 
tion of the tax effect of distributing the 
profits of the owners. When dividends 
are paid out of profits, the corporation 
is not entitled to any deduction for tax 
purposes. At the same time, the stock- 
holder must report the entire amount as 
taxable income. Thus, from a tax view- 
point, the payment of dividends is a 
total loss. It results in additional tax 
on the individual stockholder with no 
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saving to the corporation. Saying this 
another way, it results in a double taxa- 
tion of corporate profits. If a corpora- 
tion earns $100, it must pay a corpora- 
tion tax of at least $21. If it then dis- 
tributes the remaining $79 as a dividend 
to a stockholder who is in the 50% 
bracket, the stockholder would have 
to pay a tax of $37.53 (after the 5% 
tax reduction). Net effect: a total tax 
of $58.53 on the $100 of corporate in- 
come. 

Of course, if no dividends are dis- 
tributed there is no double tax (except 
for the possible tax on liquidation of 
the corporation, discussed below). If 
only part of the corporate income is 
distributed, there is a double tax on only 
the portion paid out as a dividend. It 
is therefore apparent that a careful 
forecast of probable dividend policy is 
the first step in evaluating the relative 
tax advantages of the corporate and 
noncorporate form of doing business. 

Under current tax rates, where all 
corporate income is to be paid out as 
dividends, the corporate form will al- 
most invariably be a prohibitive method 
of operating a business. 


Double Taxation on Corporate 

Liquidation 

As noted above, double taxation is 
possible even if there are no dividend 
payments. If the corporation dissolves, 
the corporate profits will be reflected 
in the increased value of the assets dis- 
tributed to the stockholder and will re- 
sult in his payment of a larger tax. 

However, this element of double tax- 
ation is a minor peril compared to the 
double tax on dividends. It can usu- 
ally be relegated to a back seat for the 
following reasons : 

1. The tax paid by a stockholder up- 
on dissolution is almost always a long- 
term capital gain subject toa maxkimum 
effective rate of 25%. 

2. The stockholder has control over 
the liquidation of the corporation and 
may never liquidate. Or he may liqui- 
date at a time when the least tax is 
due. 
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3. If the death of the stockholder 
occurs before liquidation, the basis of 
the stock will be increased to the value 
at the date of death. Therefore, if the 
corporation were dissolved at a later 
date there would be no double tax. 
The estate tax cannot be considered to 
result in a double tax, since it would 
have to be paid regardless of the form 
of the business, and regardless of 
whether the deceased's assets consist of 
stock or cash. 


Penalizing Unreasonable Accumula- 
tion of Earnings 

Since the double taxation feature of 
corporations arises only when dividends 
are paid, most closely held corporations 
could easily prevent this double taxa- 
tion by not paying dividends. Realis- 
tically, it is usually of little consequence 
to the stockholders whether the cash 
remains in the corporation or is trans- 
ferred to their personal bank accounts. 
However, the law recognizes this pos- 
sibility. It imposes a special penalty 
on corporations which permit earnings 
and profits to accumulate so that the 
individual stockholders may avoid tax. 
The penalty is 2714%4% of the first 
$100,000 of specially defined undistrib- 
uted income and 38!4% of the amount 
in excess of $100,000. In general, the 
tax is based on the income subject to 
normal tax, reduced by the dividends 
paid and the federal income tax. 

The practical problem for most small 
corporations narrows down to what is 
the least amount of dividends which 
can be declared without running afoul 
of this penalty. There is no rule of 
thumb, but here are some _ general 
guides: No dividends need be declared 
so long as the funds accumulated are 
for the reasonable current and future 
needs of the business. While it’s not 
easy to determine what are the reason- 
able needs of a particular business, it 
will help to remember that it is only 
where the business begins to use its 
funds in a manner inconsistent with 
normal business practice that the 
danger of the penalty arises. Thus, if 


November 





older 
1S ot 
value 
if the 
later 
tax. 
ed to 
vould 
form 
5 of 


ist of 


qula- 


re of 
lends 
tions 
faxa- 
-alis- 
ence 
cash 
rans- 
unts. 
pos- 
nalty 
lings 

the 
tax. 
first 
trib- 
ount 
, the 
Et to 
ends 


mall 
at is 
hich 
foul 
e of 
1eral 
ared 
are 
ture 
not 
son- 
s, it 
only 
- its 
with 
the 
S, at 


wber 





Partnership or Corporation? Tax and Other Considerations 


the funds are invested in securities of 
outside unrelated businesses, if substan- 
tial advances are made to stockholders, 
or if more cash is accumulated than the 
amount that ordinary business prudence 
would require, the corporation may 
well be accused of accumulating earn- 
ings purely to save the stockholders 
from the payment of tax. 


Legitimate Reasons for Accumulat- 
ing Earnings 

Earnings can be safely accumulated 
for a variety of business reasons. For 
instance : 

1. To finance additional business. 

2. As a reserve to compensate for 
inventory losses. 

3. To procure additional property for 
use in the business. 

+. To liquidate mortgages or other 
long-term indebtednesses. 

5. To acquire additional machinery 
and equipment. 

6. To replace antiquated equipment. 

7. To pay dismissal wages to em- 
ployees. 

8. To develop new processes, prod- 
ucts or markets. 

Where the taxpayer is not a holding 
company but is engaged in an active 
business which has obvious business 
hazards, the courts hesitate to substi- 
tute their judgment for that of the direc- 
tors as to the reasonableness of corpo- 
rate accumulations. This does not 
mean that if a taxpayer is engaged in 
the active conduct of a business, he may 
safely ignore the penalty surtax. It 
merely means that the courts will take 
a liberal view towards the amount of 
earnings which may safety be retained. 


Future Attitude on Accumulating 
Earnings 


Faced with the uncertainty and chal- 
lenge of the war and reconversion pe- 
riod, a policy of accumulating earnings 
was reasonable in the case of almost 
any operating corporation. However, 
with the post-war period now here, the 
former liberality towards accumulating 
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earnings will undoubtedly be followed 
by the Treasury’s clamping down heav- 
ily on corporations which fail to spend 
their accumulated earnings. 

Recently organized corporations 
which will take several years to reach 
their stable level have little to fear from 
the tax on unreasonable accumulation 
of earnings. The law does not require 
any business to remain static. .\ corpo- 
ration has the right to grow. Earnings 
which are plowed back into the business 
for this purpose will not be treated as 
accumulations to avoid tax on share- 
holders. 


How Long Can Earnings Be 

Retained 

The accumulation of earnings with- 
out penalty today does not necessarily 
mean that a company is merely post- 
poning the inevitable day when those 
earnings will have to be distributed as 
dividends. Most profits of a growing 
or expanding business are reinvested 
il corporate assets such as additional 
plants, equipment, inventory, working 
capital, etc., and become for all intents 
and purposes the equivalent of capital. 
The earnings become frozen in the busi- 
ness and may never be distributed. 
Furthermore, earnings of one year may 
merely build up a reserve to offset losses 
of poor years, and in that way may 
never be paid out as dividends. The 
final possibility is that the earnings 
may be distributed, not as fully taxable 
dividends, but when the corporation is 
dissolved—as capital gains subject to 
a maximum effective tax of 25%. 

Thus, a corporation can usually 
build up to its normal level of business 
activity at a lower tax cost than a simi- 
lar business operated as a partnership. 
Of course, at the end of this growing 
process the corporation may be faced 
with the necessity of distributing a 
substantial portion of its current earn- 
ings, but that is usually beyond the 
foreseeable future. In the meantime, 
the corporation has been able to ac- 
cumulate a substantial amount of sur- 
plus at a smaller tax expense. 
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Avoiding the Double Tax on 
Corporations 


If a corporation’s earnings are not 
withdrawn as dividends, but are used 
to pay expenses to corporate 
holders, the income is transferred to the 
stockholders as effectively as if a divi- 
dend were paid, but only one tax is in- 
curred—the tax on the individual. Ob- 
viously, a dividend cannot be trans- 
formed into an expense merely by 
changing its name. But there are many 
payments to stockholders which repre- 
sent valid business expenses to the cor- 
poration and which can be deducted. 
Probably the most common expense 
paid to a shareholder is compensation 
for services rendered by a stockholder 
who is employed by the corporation. 


St¢ »ck- 


A stockholder who works for his 
own corporation has the same status 
as any other employee, even though he 
may be the sole owner of the corpora- 
tion. Therefore, any payments made 
to stockholder-employees as wages or 
salaries are fully deductible in the same 
manner as payments to other employ- 
ees. But here also the Treasury and 
the courts are fully aware of the tax 
avoidance made possible by disguising 
a dividend as an expense. All pay- 
ments to stockholders therefore face a 
close scrutiny by the Treasury to make 
sure that they are not a cloak for divi- 
dend payments. “Salary” will not be 
disallowed merely because the employee 
is also a stockholder, but it will have 
to meet the test of being reasonable 
compensation for services actually 
rendered. And the test will be the more 
strictly applied since the employee is 
also a stockholder. 


Salaries do not represent the sole ex- 
penses which may be paid to stockhold- 
Interest, rebates, commissions, 
royalties, etc., may be equally valid de- 
ductions despite the fact that stockhold- 
ers are on the receiving end. However, 
the expenses must be in fact what they 
purport to be, and they must be “ordi- 
nary and necessary”. The transaction 
between the stockholder and corpora- 


ers. 
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tion will get the usual, careful going- 
over to which all transactions between 
related taxpayers are subjected. 

Where profits are so small that they 
can provide only a reasonable compensa- 
tion to stockholders or cover other ex- 
penses to stockholders, the corporate 
form of business gives the owners the 
legal advantages of a corporation with- 
out incurring any of the federal tax dis- 
advantages. The corporation pays no 
income tax since all the profits are used 
to pay stockholder expenses. For cor- 
porations with larger income this solu- 
tion is obviously not possible and is 
often not advisable. 

Partnerships present no problem of 
profit withdrawal. In the division of 
partnership income, a partner may be 
allowed a “salary”, interest on capital, 
or a bonus; but regardless of the name, 
the entire amount credited to the part- 
ner is treated as merely a share of the 
income. Since there is no employee- 
emplover relationship between a part- 
ner and his firm, a partner is not con- 
sidered to have received any salary. 


Taxing Corporate Tax-Exempt 

Income 

Since a corporation is a separate en- 
tity, dividends received from a corpora- 
tion do not retain any of the characteris- 
tics of the income out of which the divi- 
dends were paid. The result is that as 
a conduit of profit the corporation has 
the effect of converting all types of in- 
come into fully taxable income when 
distributed as dividends. Thus, fully 
tax-exempt income, partially tax-ex- 
empt income, and capital gains and 
losses all become fully taxable ordinary 
income when the income is disbursed 
as dividends. The same end result is 
obtained where the corporate income is 
used to pay the salaries of stockholder- 
employees. The corporate income then, 
in effect, becomes fully taxable as salary 
to the stockholder-employees—regard- 
less of whether it would otherwise have 
been tax-exempt in whole or in part. 

Partnership income, on the other 
hand, does not lose any of its character- 
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istics by going through the partnership. 
The income included in the return of 
the partner is identical with that re- 
ceived by the partnership. If the part- 
nership realizes a capital gain, the part- 
ner’s share of that gain is still consid- 
ered a capital gain. If certain income 
received by the partnership is tax-ex- 
empt, a partner need pay no tax on his 
share of it. 

Where a business has a substantial 
amount of exempt income, or capital 
gains which must be distributed, the tax 
price of operating as a corporation may 
be very high. Tax-exempt income is 
usually derived from government and 
state obligations, but it may also be ob- 
tained from the proceeds of life insur- 
ance on the lives of officers and em- 
ployees. 


Personal Tax Benefit from Business 
Losses 


Another disadvantageous result of 
the treatment of the corporation as a 
separate body, lies in the fact that if a 
corporation runs into hard years the 
corporate losses cannot be used to off- 
set any other income which the stock- 
holder may have. A corporate loss 
(except for the carry-over and carry- 
back provisions) is a tax waste. On 
the other hand, amy losses by a partner- 
ship can be applied to reduce any other 
personal income of the partner. 

Obviously, this distinction is impor- 
tant only where an individual has a 
source of income outside of his busi- 
ness. Where a business is the only in- 
come source, it makes little difference 
as far as the use of business losses is 
concerned, whether it is incorporated 
or unincorporated. In either case, there 
is no other source of income to reduce. 

The ability to carry over and carry 
back losses has reduced the possibility 
of sacrificing all tax benefit from cor- 
porate losses. 


Social Security and Unemployment 
Insurance Taxes 
Since a working stockholder is an 
employee, his salary is subject to the 
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1% old age benefits tax plus the 3% 
unemployment insurance tax. Thus, 
each stockholder-employee adds an an- 
nual payroll tax expense which can 
amount to $150 (1% O.A.B., 1% with- 
held, 3% unemployment insurance tax 
on the first $3,000 of salary). 

In small concerns, the fact that a 
stockholder is an employee may also 
result in imposing the 3% unemploy- 
ment insurance tax on all employees. 
For example, if a New York corpora- 
tion has two stockholder-employees and 
three other employees, the corporation 
would be covered by the state unem- 
ployment insurance tax and would be 
subject to the state unemployment in- 
surance tax of 2.7% (excluding any 
possible merit rating refunds). The 
company (if all employees received over 
$3,000) would have to pay $405 a year 
unemployment insurance tax (2.7% of 
$15,000).- If the same business were 
operated as a partnership, the business 
would be considered as having only 
three employees and would not be sub- 
ject to unemployment insurance tax. 
There would be an additional saving 
of 2% (O.A.B. tax) of the partner’s 
“salary”, or an additional $120; a total 
saving of $525 a year. 

But note that in making these savings 
certain benefits may be lost. 


Payroll Tax Benefits 


While a partner does not have to 
pay payroll taxes on any of his income, 
he forfeits the benefits which arise from 
those payments. These benefits are 
twofold: 

1. Unemployment insurance. Pay- 
ments in New York State range from 
$10 a week to $21 a week for a maxi- 
mum of 26 weeks. 

This represents a cushion for an em- 
ployee to fall back upon when he is 
unable to find a job, but for most self- 
employed businessmen the benefit is 
purely theoretical. 

2. Old age benefits. In return for 
paying the 1% old age benefit tax, an 
employee is entiled to a lifetime annuity 
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when he reaches 65 plus certain death 
benefits. 

These benefits are usually the only 
worthwhile privileges a businessman 
receives by paying payroll taxes. 
However, in order to secure the bene- 
fits a self-employer must usually sub- 
ject himself to the 3% unemployment 
insurance tax which he does not want. 
He must therefore pay 5% of his sal- 
ary (up to a maximum of $3,000) as 
contrasted with the 1% cost to the or- 
dinary employee. The 5% is made up 
of 1% contributed by the employee, 
1% by the employer (himself) and 3% 
unemployment insurance tax. 


Employee Benefit Plan 

The peculiar quirk of the law which 
permits stockholder-employees to be 
treated as employees, but refuses to rec- 
ognize working partners as employees, 
is also important if a firm is consider- 
ing, or already has, a pension, profit- 
sharing or stock bonus plan. These 
plans are designed solely to benefit em- 
ployees. If anyone other than an em- 
ployee is covered the plan will not 
qualify for tax benefits. Thus, a stock- 
holder-employee can become a benefici- 
ary under one of these privileged forms 
of deferred compensation plans, but a 
working partner or a sole proprietor 
may not. 


State Income and Franchise Taxes 


Most states do not impose income or 
franchise taxes on unincorporated busi- 
nesses. Even when such taxes exist, 
as in New York the rates are usually 
lower than those applicable to corpora- 
tions. However, since the local taxes 
are deductible in arriving at the federal 
income tax, the gap between the state 
taxes imposed on corporate and non- 
corporate businesses will frequently 
narrow to the vanishing point. 

The same double taxation feature ap- 
plicable to corporations under the fed- 
eral income tax is also true of state 
taxes. Thus, a state franchise or in- 
come tax is paid by the corporation on 
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its income while dividends paid out of 
that same income are again subject to 
state income tax on the individual 
stockholder (if the state has an income 
tax). But since state rates are com- 
paratively low, state taxes will rarely 
be a major consideration. 


Calculating the Annual Tax Savings 


Comparison of the full annual tax 
bill of operating a business as a corpora- 
tion or an unincorporated business will 
usually require a computation based 
not only on the present year’s income, 
dividends, and tax rates, but also based 
on various estimates of future income, 
dividend payments and tax rates. Only 
after that is done will a taxpayer be 
able to have some idea of his possible 
tax bill under the two forms of business. 


Changing A Business Form 


There are a considerable number of 
other tax angles which must be con- 
sidered in the event that a business al- 
ready operating as either a partnership 
or a corporation decides that the other 
form is more advantageous. While 
time allowed does not permit me to 
mention all of the factors involved, I 
can point out some of the highlights. 


From Partnership to Corporation 

A partnership may transfer its prop- 
erty to a corporation solely in return 
for stock without realizing any taxable 
gain or loss, if (a) the partners after 
the exchange have at least 80° of the 
outstanding voting stock and at least 
80% of the toal number of shares of all 
other classes of stock of the corpora- 
tion, and (b) the amount of stock and 
securities received by each partner is 
substantially in proportion to the inter- 
est he had in the property before the 
exchange for stock. 

In most cases, these requirements 
are automatically met in incorporating 
a business, and changing from a part- 
nership to a corporation will usually 
involve no tax. 
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Possible Change in Basis 

There is one little known provision 
which should be watched in the incorpo- 
ration of existing partnerships. 

Transfer of partnership assets to a 
corporation is usually performed tax- 
free by dissolving the partnership and 
transferring the assets to the corpora- 
tion. The corporation then carries 
over the basis of the assets in the hands 
of the partners. But here’s where the 
catch comes in. When a partnership 
distributes assets in kind, the basis to 
the partner of each individual asset is 
that part of his former basis in the 
partnership interest which is properly 
allocable to the asset. 

There have been no court decisions 
or regulations amplifying what “prop- 
erly allocable’’ means. However, the 
Treasury has indicated that each asset 
is to bear that proportion of the part-» 
ner’s former basis in the firm which 
the value of the property transferred 
bears to the value of all the firm’s 
assets as of the date of distribution. 
The net effect is that the total basis of 
the assets remains the same, but the 


basis of each individual asset may be 
changed because actual value and basis 
will almost never be the same. This 
may result in a redistribution of basis 
among the assets held by the corpora- 
tion. 

Individual proprietorships do not 
face this particular difficulty. The basis 
of each asset remains the basis for the 
corporation. 

The Treasury has indicated that the 
basis of the assets would have to be 
adjusted regardless of whether (a) the 
partnership is first dissolved and the 
assets then transferred to the corpora- 
tion, or (b) the partnership transfers 
its assets to the corporation in exchange 
for the stock of the corporation and 
then distributes the stock to the part- 
ners. 

Here is the way the basis would be 
changed under the Treasury ruling, as- 
suming that two partners had originally 
invested $50,000, had left in the busi- 
ness profits (which had been taxed to 
them) of $50,000, and now transfer the 
partnership assets to a corporation, 








% of 
total 
Basis to Market market Basis to 
partnership value value corporation* 
ee ee eee $ 50,000 $ 50.000 334% §$ 33,333 
Pe cc ivncnscennaes 50,000 100,000 6624% 66,667 
Basis of both partners’ interests $100,000 $150,000 100% $100,000 











* Percent of total market value applied to basis of both partner’s interests. 


The result would be to penalize the 
formation of a corporation, since part 
of the basis for an item which could be. 
used to offset current income (inven- 
tory) was decreased, while the basis of 
fixed assets was increased. However, 
in other cases the result may be favor- 
able to the taxpayer. 

If this rule is followed, there are 
other dangers facing taxpayers. For 
those who use percentage depletion, 
the leasehold may have a very substan- 
tial value, and a good portion of the 
basis would then be applied to the 
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leasehold. This could represent a tax 
waste, since percentage depletion would 
be allowed regardless of the basis of 
the leasehold. 

Again it is possible for the Treasury 
to contend that the partnership was 
transferring good will to the corpora- 
tion and apply a certain amount of the 
basis against good will with the result- 
ing loss of tax deductions. However, 
it is not clear whether the Treasury 
will go so far as to ring in good will in 
this connection. 
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Dissolving a Corporation 


Unlike the transfer of assets from a 
partnership to a corporation, the re- 
verse transfer results in the recognition 
of gain or loss regardless of how the 
transaction is handled. Upon the com- 
plete liquidation of a corporation, the 
fair market value of the property dis- 
tributed is considered full payment to 
the stockholder for the stock relin- 
quished to the corporation. The result 
may give rise to a taxable gain, either 
short-term (if the stock was held for 
not more than 6 months) or long-term 
(if held for more than 6 months). The 
amount of the gain is the difference be- 
tween the fair market value of the prop- 
erty received and the basis of the stock 
in the hands of the stockholder. In 
most cases this basis will be the amount 
of money the stockholder paid into the 
corporation for the stock, or as paid-in 
capital. As a long-term capital gain, 
the amount reportable by an individual 
is 50% of the total gain. In addition, 
this 50% of the gain cannot be taxed at 
a rate higher than 50%; all of which 
adds up to a maximum tax of 25% on 
the long-term capital gain. 

All of the assets of the corporation 
must be valued at the fair market value 
as of the date of distribution. The values 
will in most cases differ from the figures 
shown on the balance sheet of the cor- 
poration. Where the market value of 
the asset is greater than the book value, 
the gain to be reported is correspond- 
ingly increased. 

This can be turned into a substan- 
tial long-range tax benefit through a 
stepping up of the basis of the assets of 
the new, unincorporated business. The 
increase in value of the corporate assets 
is taxable to the stockholders usually 
as a long-term capital gain, and there- 
fore subject to a maximum effective tax 
On the other hand, the in- 
creased basis may be used by the new 
business to reduce ordinary income 
which is probably subject to a substan- 
tially higher tax rate. 


of 25%. 
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Factor of Good Will 

In connection with corporate dis- 
solutions, note that the Treasury will 
try to find that the dissolved corpora- 
tion had a considerable amount of good 
will. The result will be to increase the 
taxable gain to the stockholder with no 
tax benefit to the successor partnership. 
Thus, the presence of substantial good 
will can make the tax cost of dissolving 
a corporation prohibitive. 


Life Insurance Proceeds May 

Become Taxable 

There is another penalty which may 
have to be paid for dissolving a corpo- 
ration. The proceeds of any life insur- 
ance policies transferred from the cor- 
poration may lose their tax-exempt 
status. Life insurance proceeds are 
generally tax-exempt. However, when 
the policies are transferred for a valu- 
able consideration, such as in return 
for stock, the transferee becomes tax- 
able on the excess of the proceeds over 
the basis of the policy. Thus, if policies 
covering nonstockholder-emplovees are 
distributed on the liquidation of the 
corporation, the proceeds subsequently 
received will not be fully tax-exempt. 
The amount taxable will be the pro- 
ceeds minus the cash surrender value 
at date of dissolution and the premiums 
subsequently paid. 

Where the policies cover an em- 
ployee-stockholder, a different rule ap- 
parently applies. The Treasury has 
held that where a policy is transferred 
to the msured, the proceeds still re- 
tain their tax-exempt characteristics. 
On the basis of this decision, where the 
policy is on the sole stockholder, the 
distribution of the policy to the stock- 
holder would seemingly not make the 
future proceeds taxable. If the policy 
were on the life of only one of a num- 
ber of stockholders, the future proceeds 
would presumably be taxable only as 
to the share belonging to the uninsured 
partners. 

A transfer of a policy from an un- 
incorporated business to a corporation 
in a tax-free transfer does not result in 
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Partnership or Corporation? Tax and Other Considerations 


changing the tax-exempt nature of the 
insurance proceeds. Therefore, the in- 
corporation of a business does not face 
the problem involved in a corporate 
dissolution. 


Carry-Overs and Carry-Backs 

The carry-over and carry-back provi- 
sions also deserve careful study before 
deciding to change from one to another 
form of doing business. This consid- 
eration may decidedly tip the scales 
against any change. Losses of both 
corporations and partnerships can be 
carried back or carried forward for two 
years. But where a corporation dis- 
solves and then operates as a partner- 
ship, any losses incurred as a partner- 
ship cannot be used to obtain a refund 
of taxes paid by the former corporation. 
Furthermore, the right of a corporation 
to carry back any unused excess profits 
credit for 1946 will likewise be lost. 
The converse is equally true. A cor- 
poration formed out of a dissolved 
partnership cannot apply the corporate 
losses against the income of the part- 
ners for prior years. Of course, the 
unused losses can still be carried for- 
ward. But this involves a long-range 
speculation with too many unknowns. 
The one definite fact is that the losses 
carried forward will not be able to off- 
set high-rate war taxes. 

True, if the business continues to 
prosper, the change in business form 
will have no effect on carry-backs (ex- 
cept for a possible unused excess profits 
credit which may develop because earn- 
ings are less than credit), since there 
would be no carry-backs regardless of 
whether the business form is changed. 


Family Partnership 

Many corporations have, in the past, 
dissolved and operated as family part- 
nerships because of the resulting sub- 
stantial decrease in taxes. A partner- 
ship which includes a wife or child as 
partner is an attractive business form 
for tax purposes. The income is di- 
vided between at least two persons, with 
the result that the surtax on the entire 
income is considerably smaller. Also, 
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each member of the family who receives 
the income would be entitled to the 
maximum standard deduction of $500, 
even though he had no actual deduc- 
tions. 

Precisely because family partnerships 
are so attractive and because of the 
widespread use made of this device, 
both the Treasury and the courts have 
viewed them suspiciously. At the pres- 
ent time the Tax Court, after chang- 
ing its mind two or three times, has ap- 
parently decided that it will not recog- 
nize a family partnership formed by 
means of gift where the husband or 
father continues to operate the busi- 
ness as before with no assistance from 
the “partners”. This entire problem 
of family partnerships has been appealed 
to the Supreme Court, and they will 
rule upon this issue at the current ses- 
sion. Taxpayers should wait for their 
verdict before forming this type of part- 
nership. 


Forms Other than Partnership 

or Corporation 

\ business organization other than 
a partnership (or single proprietorship) 
or corporation usually has some char- 
acteristics of each of these forms. The 
business form will be taxed as a corpo- 
ration or a partnership depending upon 
which it most closely resembles. The 
main features of a corporation are: 

1. Beneficial interest in the corpora- 
tion transferable without affecting the 
continuity of the business. 

2. Limitation of liability of owners. 

3. Security from termination or in- 
terruption by the death of owners. 

+. Centralization of management 
through representatives of the members 
of the corporation. 

5. Holding of title to property as 
an entity. 

Any type of organization which has 
these corporate characteristics will be 
taxed as a corporation regardless of the 
name given it by local law. An organi- 
zation need not fall into the legal defini- 
tion of a corporation in order to be 
taxed as a corporation, and the business 
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form need not be identical to a corpora- 
tion to subject it to corporate taxes. 
The test is whether the business form 
resembles the corporate form, If an 
organization, planned as a partnership, 
is stretched to include too many of the 
corporate characteristics, it faces the 
danger of being taxed as a corporation. 


Trusts 

A trust created by will or by declara- 
tion of the grantor is taxable in the same 
manner as an estate, where the trustees 
take title to the property for the pur- 
pose of protecting and conserving the 
corpus. This means the trust is taxed 
only on income not distributed or dis- 
tributable to the beneficiaries, and at 
the same rates applicable to individuals, 
except that an exemption of only $100 
is allowed. It is taxed more like a part- 
nership than a corporation. But this 
special method of taxing trusts does 
not apply to a trust organized to hold 
and manage property with the primary 
view of making a profit for the bene- 
ficiaries. Such a trust is considered a 
substitute for a corporation and is taxed 
as one. Thus, a trust which is created 
and maintained for the conduct of a 
business enterprise will normally be 
taxable as if it were a corporation. 

A trust may sometimes be used to 
advantage in connection with the liqui- 
dation of property. For example, a 
trust created to dispose of particular 
property, with incidental powers 
granted to the trustees to manage the 
property until actual liquidation is 
feasible, is not taxable as a corporation. 
It is looked upon as a pure trust so 
long as the trustees do not carry on 
business activities which are not prop- 
erly incidental to the liquidation. 


Joint Venture, Pool, Group, Etc. 
Any unincorporated organization of 
more than one person whether called 
a syndidate, group, pool, joint venture, 
etc., which does not come under the de- 
finition of a corporation, trust, or 
estate, is taxed as a partnership. The 
legal test is simple: If a business form 
does not have a close enough resem- 
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hlance to a corporation to be taxed as 
a corporation it will be held to be a 
partnership. 


Limited Partnerships 

For tax purposes, limited partner- 
ships are classified either as ordinary 
partnerships or as associations taxable 
as corporations, depending upon their 
character. If the organization is not 
interrupted by the death of a general 
partner or by a change in the owner- 
ship of his participating interest, and if 
the management of the organization’s 
affairs is centralized in one or more 
persons acting in a_ representative 
capacity, it is taxable as a corporation. 
If it does not have these two character- 
istics, a limited partnership is treated as 
an ordinary partnership. The fact that 
a limited partnership is created under 
the laws of a state that has adopted the 
Uniform Limited Partnership Act does 
not determine the tax category. For 
example, although New York, Pennsyl- 
vania and Tennessee have all adopted 
the Uniform Partnership Act, limited 
partnerships are classified differently 
for tax purposes in each state—in 
Pennsylvania as associations taxable as 
corporations, in Tennessee as ordinary 
partnerships or associations according 
to the provisions of the certificate, there 
being no fixed rule, and in New York 
as ordinary partnerships. 


Individual Proprietorship 

Operating as an individual proprie- 
torship generally has the same business 
and tax consequences as the operation 
of a partnership. All the observations 
regarding the advantages and disad- 
vantages of a partnership apply with 
equal strength to an individual proprie- 
torship. 


Conclusion 

The number of items which must be 
considered makes it difficult to arrive 
at a decision as to the form of business 
to be adopted. It is only after a 
thorough analysis of all the pertinent 
facts that such a decision can be 
reached. 
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By Tuomas W. 


HERE is a time and a place for 

everything. Memory pictures 
Aunt Sophronia and Uncle Asaph 
strolling on a Sunday afternoon in 
the early 1900's. She in a sedate 
tailor-made down-to-the-ground walk- 
ing suit, and walrus-mustached he in 
a tall silk hat, frock coat, striped 
trousers, high button shoes, and Oh 
Yes, carrying a gold headed cane. 
Quite the mode in those days, but if 
they were to appear today what 
shrieks of raucous laughter that happy 
pair would evoke from the long- 
haired men and short-haired women 
one now sees in Sunday attire of 
open-neck sport shirts, slacks accen- 
tuating positive bulges in the wrong 
places, and sloppy foot-wear. In that 
earlier era business and professional 
persons, and their staffs dressed in 
keeping with the tenets of good taste 
while engaged in their daily tasks. 
If the changed attitudes toward lei- 
sure habiliments were confined to the 
hours of relaxation and places of 
little fault 
would be found by nonconformists. 
However, the tendency of recent 


comparative obscurity 


vears has been to carry the infor- 








PEF NOTA 


Tuomas W. Byrnes, C.P.A., has 
been a member of the Society since 
1911, and is a certified public ac- 
countant of New York and New 
Jersey. He is an instructor in ad- 
vanced accounting at Colunibia Uni- 
versity and also serves as lecturer 
and associate professor. Mr. Byrnes 
is a member of the American Insti- 
tute of Accountants. 














O45 


‘Right Dress 
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mality of personal appearance into 
business, and one frequently finds 
office and other employees reporting 
for duty arrayed for hikes, the tennis 
court, and other types of recreation. 
That this spirit has been shared and 
the practice followed by young per- 
sons engaged in public accounting 
are the reasons for these lines. 

A profession imposes obligations 
upon its practitioners. The outward 
appearance of dignity is one of them, 
and to observe this and to command 
the respect of the community as a 
professional, one must first look the 
part. Just because time seems to 
have outmoded the special Sunday 
suit custom of years gone by is no 
justification for carrying a continu- 
ous holiday atmosphere into one’s 
workaday activities. Carelessness on 
the part of assistants in the matter of 
dress, and failure to evidence other 
outward indications of acquaintance 
with the requirements of respectabil- 
ity, have caused embarrassment to 
many accounting firms. 

This writer deplores the tendency 
towards untidiness and without pre- 
suming to suggest how the young 
accountant should present himself at 
his or the client’s office, offers the 
following excellent advice taken from 
“Auditing Procedure” by Bacas, 
Madden, and Rosenkampf: “The pub- 
lic accountant should be neatly dressed 
He should avoid gaudy attire and 
sporty clothes. He should naturally be 
clean and keep his clothes in good condi- 
tion. Those who have business with 
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a public accountant expect to deal 
with a person who is careful and con- 
servative. If the appearance of the 
public accountant does not bring 
these qualities to mind, he is often 
at a disadvantage.” 

There is another worth-while side 
to the matter discussed above and it 
is the degree of assurance and self- 
confidence possessed by the person 
who knows that in any company his 


appearance is above reproach. To 
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this feeling of self-esteem may be 
added what Dickens says in Martin 
Chuzzlewit “Any man may be in 
good spirits and good temper when 
he’s well dressed.” 

Aspirants for recognition as pro- 
fessionals owe something also to 
their colleagues. It is hoped this 
article will remind those who are lax 
that their appearance is not in their 
own best interest or the interest of 


the profession. 
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PROFESSIONAL COMMENT. 











Nature and Purpose of the 
Income Statement 


A Report of the Subcommittee on the Income Statement to the 
Committee on Accounting Procedure of the American Institute of Accountants 





This report is intended to express 
only the views of the subcommittee 
and should not be interpreted as a 
statement by the committee on ac- 
counting procedure. Its presenta- 
tion in this manner conforms to the 
intent of the committee to advise the 
profession of all questions that are 
under consideration by it and to re- 
quest those who wish to do so to 
present their views before the con- 
tent of a bulletin on this general sub- 
ject ts determined. 

Communication should be directed 
to the Committee on Accounting 
Procedure of the American Institute 
of Accountants, 13 East 41st Street, 
New York City. 














(1) The subcommittee on the in- 
come statement has considered the 
form of such statements generaily 
and with particular reference to the 
treatment of items which by reason 
of their size or their lack of direct 
relationship to the operations of the 
year are in some classifications re- 
flected in either a special section of 
the income statement or in the sur- 
plus account. 

(2) Statistical material kindly made 
available by the Chief Accountant 
of the Securities and Exchange Com- 
mission and other data prepared by 
the Research Department of the 
Institute do not indicate that the 
investing public is being misled to 
any considerable extent by question- 
able treatments of such items. 
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(3) The subcommittee does not, 
therefore, regard the form of the 
income statement as a problem de- 
manding immediate action to correct 
serious abuses, but rather as one 
calling for careful study with a view 
to making income statements more 
valuable for the various purposes for 
which they are used. 


(+) In the past the problem has 
been considered mainly with regard 
to the danger of investors being mis- 
led through overstatement of income 
as a result of improper charges to 
surplus. The subcommittee believes 
that today understatement of net 
income is as likely as overstatement, 
and that any proposed solutions 
should be examined from both stand- 
points. 


(5) The problem arises out of (a) 
the fact that in part allocations of 
items affecting the determination of 
income as between years are neces- 
sarily conventional and based on 
assumptions as to future events that 
are likely to be invalidated by ex- 


. perience (the items of which this is 


true, though usually few in relation 
to the total number of transactions, 
are frequently large in proportion to 
the amount of residual income) ; and 
(b) the disposition of even well-in- 
formed persons to attach undue im- 
portance to the net income shown 
for a particular year. 


(6) The subcommittee believes that 
efforts should be directed toward the 
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following objectives: first, to edu- 
cate the investing public to attach 
less importance to results of a single 
year and to consider, rather, the re- 
sults of a series of years; second, 
to encourage the practice of drawing 
attention to items which have been 
excluded from the income for the 
period, whenever figures of net in- 
come or net income per share are 
presented to investors; third, to de- 
termine what general concept of net 
income for the year is most practi- 
cally useful; and fourth, to define as 
clearly as possible conditions under 
which items might be excluded from 
the ordinary section of the income 
account and included in either a 
special section or in surplus. 

(7) With a view to achieving the 
first of these objectives the subcom- 
mittee recommends that the Insti- 
tute encourage the practice of show- 
ing, in annual reports, statements of 
income for a period of years, the earlier 
years being adjusted, where neces- 
sary, to better information 
acquired subsequent to the original 
issuance of income statements for 
such years. 

(8) In order to meet the second 
objective the subcommittee 
(a) that it should be recognized as 
a requirement of good practice that 
where charges or credits are excluded 
from the computation of an amount 
described as “net income” and are 
either shown in a separate section of 


reflect 


suggests 


the income account or in surplus, the 
fact and the amount of such exclu- 


sions should be indicated in any ref- 
erence to “net income” or “net in- 
come per share” in annual reports 
or press releases and the items should 
be described generally; (b) that an 
effort should be made to induce the 
financial press and investment serv- 
ices in such indicate the 
amount and general nature of any 
such charges or credits not reflected 
in the figure reported as “net in- 
come” or “net income for the vear.” 
When it would be difficult to obtain 
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this result by general explanations, 
a svmbol might be used which would 
indicate the necessity of the ‘rvestor 
referring to original sources to get a 
comprehensive report for the period, 
In this way the investor would have 
the benefit of the judgment of the 
management as to the amount properly 
to be regarded as net income for the 
year, and would also be advised of 
the existence of other items which 
he might wish to take into account 
in making his own decisions as to 
the amount of such net income. 

(9) The subcommittee believes that 
while inclusion of items in a special 
section of the income account avoids 
some of the objections which can be 
urged against inclusion of such items 
in surplus, it does not dispose of all 
objections and creates new dangers. 
In general, the subcommittee believes 
that more items are likely to be ex- 
cluded from the ordinary section of 
the income account if they are to be 
shown in the special section of that 
account than if they are to be treated 
as charges or credits to surplus. 
However, if the practices suggested 
in paragraphs 7 and 8 were adopted, 
this tendency would be counted for 
it is not likely that items would be 
reported in a special section unless 
the propriety of such treatment could 
be clearly sustained. 

(10) If, as it would seem reason- 
able to expect, cooperation of the 
New York Stock Exchange as well 
as of the financial reporting services 
could be secured, this program could 
be made highly effective. Follow- 
ing the procedure already employed 
in relation to accounting for ordinary 
stock dividends, the Stock Exchange 
might draw the attention of all listed 
companies to the opinion expressed 
by the Institute and might intimate 
its intention of watching the devel- 
opment and taking such further steps, 
if any, as might be found desirable. 

(11) The question of what con- 
stitutes the most practically useful 
concept of income for the year is 
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Professional Comment 


one on which there is much differ- 
ence of opinion resulting in wide dif- 
ferences in practice. One of the con- 
cepts is that the net income for the 
year should be measured by deduct- 
ing from the accumulated net income 
up to the end of the year the amount 
accumulated up to the beginning of 
the year. Another, and an entirely 
different concept, is one which em- 
phasizes the relationship of items to 
the operations, and to the year, ex- 
cluding from the income account any 
important items which are not so 
related. 

(12) Two members of the subcom- 
mittee have undertaken to prepare a 
full memorandum on concepts of in- 
come with a view to its publication 
in such form as would seem to be 
desirable. 

(13) The other three members of 
the subcommittee have undertaken 
to scrutinize the charges and credits 


to surplus or to special sections of 
the income account with a view to 
presenting criteria which will be 
helpful in determining what charges 
and credits may appropriately be sub- 
jected to this treatment. 





CORRECTION 

In the September issue of the New 
York Certified Public Accountant in 
connection with “What Did He Do 
When He Got There?’ the author, 
Louis Gluick, was referred to as Lt. 
Commander instead of Commander. 
In accordance with Navy regula- 
tions the following statement should 
have been appended to his article: 
“The opinions or assertions con- 
tained herein are the private ones 
of the writer and are not to be con- 
strued as official or reflecting the 
views of the Navy Department or 

the naval service at large.” 
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makes a d lagnosis. im 


Themanagement engineer figuratively 
raises the roof...examines the workings 
of the company, appraises both physical 
and personal assets, makes an analysis 
and comprehensive study on which he 
bases all his recommendations. To the 
assignment he brings an unprejudiced, 
outside point of view, the full benefits of 
experience, the services of specialists 
His first requirement is a full set of facts 

A lack of information is invariably a 
symptom of corporate anemia, and poor 
circulation of information indie ative of 


j 
business all he ' So many manage 


When the Business Doctor 


ment engineers make McBee their first 
prescription—not only for immediate 


needs but for the firm’s future welfare. 


Ova business is making essential 
business facts available faster. McBee 
methods and products are practical, 
easy to use, efficient... custom designed 
and especially adapted to your business 

tend to cut non-productive expense 
and overhead and enable executives 
to make sound decisions promptly, 
saving undue worry and time. For 


full inforw call the nearest office 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEVYSORT 


295 Madison Ave ce, New ¥ 
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AVOID PAYROLL HEADACHES! 
1946 
WITHHOLDING TIME 
SAVER CHARTS 


For Weekly and Monthly Payrolls 
Dual Purpose Chart 50¢ 


Our new handy 9 x 12 chart shows all official 
weekly and monthly withholding amounts for 
1946. It is unique in combining withholding 
rates for both periods on one card. Presented 
in the same attractive, readable form and on 
the same quality stock as our famous 1943 
and 1945 Tax-and-Time Saver Charts. 


Single copies, 50¢— 
5 for $2.00 (with order) 
Particularly effective with complimentary 
imprint, for good will distribution by account- 
ants, associations and banks. 
Non-inflammable Celluloid Holders 
50¢ each ——- 5 for $2.00 
TAX PUBLICATIONS 
COMPANY 
53 State Street, Boston 9, Mass. 
Publishers of Pocket-size Tax Digests 
(for informational service to employees, 


customers and prospects— 
samples free) 








Subscription 








New York CERTIFIED 
Pusiic ACCOUNTANT 
MonTHLY MAGAZINE 


Three Dollars Annually 


Office of the 


New York STATE SOCIETY 
OF CERTIFIED PUBLIC 
ACCOUNTANTS 


15 East 41st Street 
New York City 
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: THE NEW YORK CERTIFIED 
‘Bi na ng PUBLIC ACCOUNTANT 
When the magazines constituting the volume are supplied by the 


subscriber the binding charge is $2. Each bound volume includes 
twelve issues. 


* * * 


Bound in brown fabric with title, dates and volume number 
stamped in gold. 


Missing numbers will be supplied, if obtainable, at 25 cents each. 


. * *. 


Binding orders and the magazines to be bound should be mailed 
or delivered to 


THE NEW YORK STATE SOCIETY OF CERTIFIED 


PUBLIC ACCOUNTANTS 
New York 17, N. Y. 


15 East 41st Street 











